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© Time is relative. While half a century 
is but a moment in the thinking of an 
astronomer, 50 years also encompass 
almost the entire development of modern 
accounting. Incorporated as a school in 
1903, ten years before the first effective 
federal income tax law was passed, Inter- 
national Accountants Society, Inc., liter- 
ally has grown up with the accounting 
profession. 

Formerly a society of bookkeepers and 
accountants, JAS was established as a 
school in Detroit. Early practitioners 
may recall the periodical published by 
the same organization under the titles, 
“The Bookkeeper” and “Business and 
The Bookkeeper.” 


In 1903, as now, a compelling need 


for practical accounting training existed. 
The continuation of that need and the 
specialized effort IAS has made to fill it 
have resulted in courses that are authorita- 
tive, up to date, and intensely practical. 

In 1917 the school’s headquarters 
were moved to Chicago. Students of 
that era will recall the familiar pwo-worlds 
trade-mark. 


As we begin our second half century, 
it is a special pleasure to send greetings 
to the thousands of men and women 
who have profited from IAS training 
during the past 50 years and to pledge a 
continuation of the progressive policies 
that have enabled IAS to keep abreast 
of the rapid development that is so char- 
acteristic of modern accounting. 


The special 50th Anniversary Edition of the school’s catalogue will be sent free 
upon your request. Just address a postcard or letter to LAS at the address below 


INTERNATIONAL ACCOUNTANTS SOCIETY, INC. 





A Correspondence School Since 1903 


209 WEST JACKSON BOULEVARD - CHICAGO 6, ILLINOIS 











Walional presents the first and only 
[IVE KEYBOARD 


ofefellate Muile(salial= 


to use motor bar... 


Saves up to 50% hand motion! 


Now—for the first time—you can add and list 
without depressing a motor bar! On this remark- 
able National every amount key is its own motor 
bar, because every key is electrified! 

Simply press the keys you want to add—the 
machine does it instantly! Your hand need 
never leave the “Live” Keyboard when adding 
amounts. You save up to 50% hand motion. 

National’s “feather-touch” action makes it 
easier than ever to press two or more keys at once 
—more time-saving! All ciphers print automati- 
cally—still more time saved! Operators love it— 
they do their work with so much less time and 
effort. 

Printed words cannot explain all the advan- 
tages of this “Live” Keyboard. See a demonstra- 
tion today! 


THE NATIONAL CASH REGISTER COMPANY, vayron 9, onio | 





“Live” Keyboord 
is combined with 8 other time-saving 
features found only on National: 


Automatic Clear Signal ©@ Subtractions in 
red © Avtomatic Credit Balance @ Av- 
tomotic space-up of tape when total prints 
® lorge Answer Dials ®@ Easy-touch Key 
Action @ Full-Visible Keyboard @ Rugged- 
Duty Construction. 


For 
demonstration 
phone the nearest Wattonal 
National office 
Or ADDING MACHINES « CASH REGISTERS 
National dealer. ACCOUNTING MACHINES 
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Nationals return us 100% a year on our investment” 


— HANOVER FIRE INSURANCE COMPANY, NEW YORK, N. Y. 


“Since installing three National ‘Class 31’ 
accounting machines in our Home Office Ac- 
cunting Department in 1950, our personnel 
has handled a greatly increased volume of 

1521852 business more efficiently. In addition, these 
three machines bring us an estimated saving of $15,000. 
Thus, our machines paid for themselves in a year. 

“We are so impressed with the speeding up of work, 
particularly in our cashier and reinsurance departments, 
that we are now installing comparable Nationals in our 
Western Department at Chicago.” 


@ The Hanover Fire Insurance Company this 


Nationals soon pay for themselves 
out of what they save—then go on, 
year after year, returning a hand- 
some profit. 

No matter how specialized your 
job, Nationals meet all accounting 
needs, often do % of the work auto- 
matically. 

Let a trained systems analyst show 
how much you can save with Na- 
tional’s exclusive combination of 
features. Phone your nearest Na- 
tional office. 


year celebrates its 100th anniversary, with 
dividends paid each year since 1853. They at- 
tribute this record to public service plus PRESIDENT 


sound business management. Their investment HANOVER FIRE 
in Nationals is in accord with that policy. INSURANCE CO. 


THE NATIONAL CASH REGISTER COMPANY, DAYTON 9, OHIO . 
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THE PRESIDENT’S PAGE 

ANUARY 1953, for me, is a month of anniversaries, and it seems 

natural that my thoughts concern those things associated with these 
events. On January 17, The Detroit Edison Company, which I serve as 
General Auditor, celebrated its Golden Anniversary. On January 27, 
the Detroit Chapter of Tue Institute, of which I am a Charter Mem- 
ber, celebrated its Tenth Anniversary. To make the month complete, 
the 17th was my Wedding Anniversary. 

My company’s Golden Anniversary should be of some interest to 
you because it is typical of American business, particularly with respect 
to public utilities. Back in 1903 when our company was incorporated, 
physical energy was provided principally by horses and men. Today, 
as a result of the energy provided by steam engines, Diesels, automobiles 
and electrically driven machinery, man has much more time for leisure. 
In 1903, the machine provided only about 40% of the energy needed 
in our country, but today the machine accounts for over 90%, while 
animal power amounts to less than 10%. The generating capacity of 
The Detroit Edison Company is 400 times greater today than that of its 
nema od company of 50 years ago, which at that time had been in 

usiness for 17 years. 

The Detroit Chapter of THe INstirure or INTERNAL AvuDITORs, 
while only celebrating its Tenth Anniversary, can also be proud of its 
ea. It has the unique distinction of having three former National 

residents and the present incumbent on its roster. Curt Atkisson and 
Vic Brink dovshaped their positions in Tue INstrruTe while members 
of the New York Chapter, prior to associating themselves with Ford 
Motor Company in Detroit. Earle Cunningham and I are Charter Mem- 
bers of the Detroit Chapter. All of these men are on the Detroit Anni- 
versary Program and will tell about the development of Tue Instirure. 
I can assure you that it is an interesting and gratifying story and I regret 
that all of you could not have been in Detroit on this occasion. The pro- 
fession of internal auditing has progressed in as sensational a manner 
as American business. The development of internal auditing being most 
noticeable during the last decade, much of which can ja, Set wn ly be 
credited to the activity of the membership of Tue INstirure. 

The Wedding Anniversary is a personal thing, which has no 
interest to you, unless it suggests the amount of patience and endurance 
possessed by women—at least by some women. 

Let us not forget that the development and improvements made in 
American business, and in internal auditing, are all in the interest of 
making our lives more fruitful. We profit from these developments by 
having more leisure, less drudgery, and more satisfying lives in general. 


—C. J. GHESQUIERE. 














FOREIGN AUDITS* 


By WILLIAM G. PROCTOR 


Comptroller, Minnesota Mining & Manufacturing Co. 
International Division, St. Paul, Minnesota 


An American who makes internal audits abroad meets many prob- 
lems he does not encounter when auditing in his own country. The cus- 
toms, attitudes, education and training of the people with whom he 
works are strange to him, no less than their language. It is harder to 
“put himself in the other fellow’s place.” Also, the business practices 
and customs, accounting methods, commercial and social laws and taz 
regulations are different in each country. 


The administrators and executives at the head office in America 
usually have less frequent contact with the foreign operations than they 
have with those at home. Therefore an auditor abroad can be unusually 
valuable as a two-way channel of communication regarding operating 
policies and practices as well as financial and accounting matters. 


HERE are many similarities between the horse and the cow. Both 
have four legs, both are vegetarians, and both are domestic animals. 

In spite of the similarity between these two animals, however, there are 
also fundamental differences for which we of the human race are grate- 


ful. 


There is an analogy here to domestic and foreign internal auditing. 
Both functions are called by the same general name; both are performed 
by men educated in accounting and auditing principles; and both seek 
to evaluate the activity under review. The accounting theories, the 
auditing principles, and many of the techniques employed are identical. 
There are, however, vast differences in some respects, which, if not 
recognized, can seriously impair the good relationship between the 
auditor and the organization being audited. 


NATIONAL PERSPECTIVE 


We Americans consider ourselves patriotic. We are proud of our 
country but feel free to criticize its politics and its leaders quite openly. 
This privilege is one of our most cherished prerogatives as free people. 


“Address presented September, 1952 to the Twin Cities Chapter of Tue Instirute o1 
INTERNAL AUDITORS. 
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Yet, each of us deeply resents any castigation by a foreigner. It is 
extremely difficult for an outspoken American to realize that the con- 
verse becomes true and he is the foreigner when he travels to another 


land. 


Failure to recognize that other countries have their traditions and 
customs and the attitude that “your method is wrong because it’s not 
the way we do it” are two criticisms which are made of American busi- 
ness representatives abroad. 


Inasmuch as the inherent nature of the auditing profession is one 
which requires the auditor to approach his subject critically and to 
evaluate what he sees by comparison with successfully operated par- 
allels in his previous experience, there is always an instinctive barrier 
between him and the auditee which can only be eliminated by the cre- 
ation of good working relationship, In any audit project, he must con- 
stantly exercise tact and acquire a broad understanding of all the prob- 
lems involved in his undertaking. In a foreign audit the importance 
of good relationships must be considered with special emphasis. 


I believe that the auditor working abroad should have more than a 
superficial knowledge of the customs, history, and traditions of the 
country to which he is assigned. For example, he should know that an 
Englishman believes in a certain formality of language and decorum 
and that a deep sense of loyalty to his superiors is a part of his business 
training. He should know that natives of some countries may invite 
him to enjoy an evening of revelry as an honored guest and then depre- 
cate him if he accepts. He should undertand that some races often move 
at a pace which frustrates and exasperates but which must be met with 
patience and understanding. In many areas, an accountant holding the 
title comparable to our Certified Public Accountant may have an edu- 
cation equivalent to only a high school accountancy graduate with no 
grasp of methods developed in America over many years of industrial 
expansion. The American must realize that he is looked upon by many 
abroad as part of a breed of people who are overbearing, loud, boastful, 
and who seeks to solve all problems with the dollar rather than by culti- 
vating some of the finer values of human relationship. 


MR. PROCTOR is Comptroller of the International Division of Minnesota Min- 
ing and Manufacturing Company, St. Paul, Minnesota, having joined that company 
in 1951. Prior to his present business affiliation, Mr. Proctor was Resident Internal 
Auditor of Pan American World Airways and before that with the Chevrolet Division 
of the General Motors Corporation. 


Mr. Proctor attended the University of Texas and the Atlanta Law School. He 
has held offices in the New York and Miami Chapters of Tue Instrrutre or INTERNAL 
Avuprtors and is a past Director of the National Organization. He is presently an 
active member of the Twin Cities Chapter of Tae Instrrure. 
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The auditor abroad need not be ingratiating. However, he must be 
able to hold firm to principles and do so with his perspective adapted 
to the ideologies of the immediate locale. 


ACCOUNTING PROBLEMS 


Many countries have laws which regiment the accounting structure 
and procedures of companies operating within their borders. For exam- 
ple, in Germany a corporation is directed by law as to which accounts 
its ledgers must contain. In England, certain classes of assets and lia- 
bilities cannot be recorded without written consent from the Bank of 
England or some other regulatory body. The same is true of many types 
of expense which we consider correct and legitimate here. In Brazil, 
a company must fill out a legal form to move its own property from one 
of its own warehouses to another. In Canada, payroll forms involving 
workmen’s compensation and certain other types of deductions must 
bear the approval of the governmental body concerned before their use 
can be adopted. 


In many countries, entries cannot be made in ledgers and journals 
which have not been properly legalized. This is done by a government 
stamp for a fee, Some countries even prescribe that looseleaf books of 
original entries cannot be used. In most instances, an infraction is sub- 
ject to a fine. In areas where the official inspectors are dependent for 
their own livelihood upon the amount of fines assessed, this can become 
a serious problem. In France, it is the custom of many firms to await the 
issuance of next year’s tax budget to close last year’s books thus creating 
months’ long delays. 


What do all these things mean to the auditor? 


1. It means that he must accept the established legal fact that cer- 
tain business methods cannot be avoided or modified even though his 
experience convinces him that there is a quicker, cheaper, and more 
efficient way of doing the same thing. 


2. He must examine the regulations which set up this regimenta- 


tion of methods to convince himself that the attitude of the local man- 
agement is not passive and defeatist nor a mere reluctance to effect a 
change. 


3. He must ascertain that the accounting methods and other busi- 
ness practices employed conform to legal requirements and that the 
company is not being exposed to the possibility of prosecution or fines. 


To accomplish these things most effectively, the auditor should 
know the language of the country. In addition to bilingual qualifications, 
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the auditor should study the laws of each country in which he works, 
to acquire more than a cursory knowledge of the tax laws, monetary 
regulations and other factors peculiar to that country. 


SPECIAL PROBLEMS 

Taxes—A general understanding of local income taxes, sales taxes, 
and other taxes affecting the profits of the foreign operation is essential 
to an intelligent review of its activities. 


Monetary Regulations—Problems of foreign exchange affect the 
conduct of business between countries, the value of investments, and the 
remittance of profits to the United States owner. Unless the auditor 
understands enough of international economics to translate trade bal- 
ances into probable foreign currency values, he may overlook conditions 
which could adversely affect his company’s investment or earnings. 


Customs Duties and Import Licenses—A large element of cost in 
many foreign business ventures is represented by import duties. Care 
should be exercised in obtaining import licenses which properly des- 
cribe the most favorable conditions of importation and paymert. A 
recent experience furnishes a good example of how erroneous classifica- 
tions of imports can seriously affect a merchandising program. Underseal 
for automobiles is one of our important products. It is a high quality com- 
pound designed to protect the underside of automobiles and to add 
certain insulating qualities to the machine. This material contains cer- 
tain pigmentation which is incidental to its composition as a protective 
adhesive coating. We found that the customs office of one country was 
classifying this material in the same category as paint and varnish 
because of the pigmentation contained in the product. As a result, the 
rate of duty was so high that we were placed at a serious competitive 
disadvantage in the area. 


Insurance—Insurance laws vary in different countries. In some 
countries, it is permissible to insure risks by endorsement of blanket 
policies held by a parent organization and to recover a share of the 
premium costs from the foreign subsidiary or branch. In other countries. 
however, local laws provide for criminal prosecution if foreign insurance 
is carried. This includes both admitted and unadmitted insurance cover 
age. 


Many types of coverage which we commonly use in America are 
not available abroad. Some of the risks need not be carried in as large 
amounts inasmuch as the company’s liability is limited by law. Foreign 
exchange restrictions in many cases restrict payment of claims as to 
the type of currency to be used and the rate of exchange to be employed. 
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The foreign auditor should be familiar with the broad principles of 
insurance as well as local restrictions limiting the development of an 
insurance program such as we might normally have in the United 
States. 


SCOPE OF WORK 

Specialization within the audit staff is possible in America where 
a varied group of men are available on short notice. In a foreign audit 
certain problems become magnified and other problems are added. Con- 
sequently, the foreign auditor must have a much broader knowledge of 
company policies and functions than a specialist who is experienced in 
a lesser number of subjects. It is not economically practicable to make 
several partial audits of a location abroad due to the high costs of travel- 
ing long distances and to the inflated cost of living in some countries. 


It has always been difficult to find good auditors who are sufficiently 
trained and experienced to look at all aspects of broad company prob- 
lems. For example, important problems of merchandising, competi- 
tion, and market development are often subordinated to some minor 
problem such as spending an extra ten dollars unnecessarily. Auditors 
should develop the viewpoint of the local management; for example 
that of the sales department concerning the development and expansion 
of the business. 


The foreign auditor should include as part of his program an 
appraisal of all phases of the company’s activities, not merely the 
accounting activities. However, his recommendations regarding policy 
matters should of course be referred to his home office for consideration 
and discussion. 


SELECTION OF STAFF 

In view of these special problems involved in foreign audits, it is 
evident that special qualifications require consideration in selecting men 
for this work. 


First of all, such a man should have a good education in accounting 
and evidence of proficiency in auditing. Also, he should be qualified 
in the use of foreign language so that he may intelligently examine 
and discuss the foreign operations. 


The man to select should have temperamental and emotional stabil 
ity. A serene domestic life is important and I would recommend a per 
sonal family interview, if possible, at the home of the individual being 
considered for the foreign post. I would ascertain that he was a man of 
good judgment, since an auditor working thousands of miles from home 
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in a foreign land is inevitably placed in a position of having to make, 
on his own responsibility, many decisions with which he would never 
be faced at home. 


The man whom I would select must be adaptable to changing situ- 
ations and different people. He must possess dependability, aggressive- 
ness; and this must be tempered with patience. One of the biggest criti- 
cisms which I have heard abroad of American business people who 
travel there has been their failure to follow ordinary rules of decorum, 
tact, and good judgment. 


Three different men may say the same words before the same audi- 
ence and yet the audience reaction may be vastly different in each case. 
In one instance, the audience may go to sleep; in the second, there may 
be a flaring resentment; and in the third instance, the audience may be 
held spellbound by the presentation and personality of the speaker. This 
is equally true of men who represent our companies on audit work 
abroad. The auditor must have an instinctive liking for other people 
and yet have sufficient aloofness to impart dignity to his position. 


AUDIT PROGRAM 

Having now considered a few of the factors which create different 
problems in the foreign auditing field and having reviewed the qualities 
to be sought in the man to perform the work, let us now turn to the 
construction of the audit program itself, 


We might consider two types of activities which might be audited 
abroad and which would require different planning. If an audit is to 
be made of a branch office which is not annually examined by public 
accountants, the examination should be more detailed and the auditor 
should delve more into the routine functions of the office. If, however, a 
subsidiary company is to be examined which is normally reviewed by 
the public accountants, I would suggest that much of the routine type 
of audit work be eliminated and more attention be paid to methods, 
internal controls, and general policies. This type of audit should be care- 
fully coordinated with the public accountants’ to prevent overlapping 
and yet insure a reasonably complete coverage of all phases of the 
activity. 


Such easily manipulated property as cash, accounts receivable, etc. 
should receive more detailed attention than some of the other subjects, 
but the main emphasis should be placed upon the internal controls and 
cross checks which are essential to good organization. A public account- 
ant seeks to ascertain that a financial statement at a given time fairly 
portrays the actual condition of the assets and liabilities. Because of the 
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nature of his approach, his work is mainly one of verification. On the 
other hand, the internal auditor should place emphasis on evaluation of 
the methods and should seek to streamline and standardize the tech- 
niques of producing the best results. 


The foreign internal auditor also should have a good background 
of company policy to permit a good evaluation of the effectiveness of 
established policies. In addition, he should appraise the ability of per- 
sonnel and the effectiveness of their administration. 


An audit manual should be developed to guide the auditor in his 
approach and to assist him in developing the proper relationship with 
the people involved. However, step-by-step audit procedure instructions 
do not seem desirable, due to the wide perspective which the auditor 
must use. 


The auditor should also examine the flow of factual data into the 
accounting department from other departments and ascertain that there 
is good coordination. He should be concerned with the control of the pur- 
chasing function; if a manufacturing operation is involved, he should 
review the production of factory statistics upon which cost information 
is based; and he should examine the safeguards established over ware- 
housing operations and any others where the company might be exposed 
to loss. In short, the performance of a foreign audit should not follow a 
stereotyped pattern nor the “do this, do that, or do the other” method. 
Instead, a well balanced and competent man, familiar with the tempera- 
ment of the people, the techniques of his profession, and the policies of 
his company, is needed to make a serious and complete appraisal of 
the entire operation. 


Three things are essential to the success of any business, These are 
men, ideas, and money. Insofar as the foreign internal auditor is con- 
cerned, the money has been invested and the company is operating. It 
is his duty to see that the investment is well protected. With respect to 
men and ideas, however, the foreign auditor has a profound responsi- 
bility. His competency and training constitute the raw material to which 
good judgment and imagination may be applied to produce the ideas 
which will contribute to the success of his company. 








TO WHAT EXTENT SHOULD INTERNAL 
AUDITORS EXAMINE CHECK 
ENDORSEMENTS? 


By The Research and Educational Committee—Chicago Chapter 


At the beginning of the 1951-52 year the Chicago Chapter of Tut 
Instirute established a Research and Educational Committee. The sole 
project of this committee during the first year was to do some original 
research work on the auditing technique of examining check endorse- 
ments; to present its findings to the Chapter for discussion; and, finally, 
to prepare a written report. This report contains definite recommenda- 
tions. 


NTERNAL auditors are continually searching for yardsticks to be 

used as a guide in determining whether the audit dollar is being 
spent wisely. One of the subjects frequently questioned is the extent 
to which check endorsements and related subjects should be examined. 
Some of the factors that must be taken into consideration when deter- 
mining the amount of time and effort to be spent in reviewing check 
endorsements are the nature of the disbursement and the system of 
internal check involved. 


Check disbursements can generally be considered as falling into 
one of the following major classifications: 

1. Purchases of Materials and Services. 

2. Payrolls. 


Employee Payments, Other than Payroll. 


> Ww 


Branch, District or Field Disbursements. 


CHECKS ISSUED FOR PURCHASES OF MATERIALS AND SERVICES 
The examination of endorsements appearing on checks issued for 
purchases of materials and services should be tied in with the audit of 
cash disbursements. As a prerequisite to reviewing cash disbursements, 
the auditor should familiarize himself with the nature and peculiarities 
of the business under review, and with the accounting methods in use 
by the organization. The internal controls in effect should be evaluated, 
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as the nature and extent of auditing work to be accomplished will be 
influenced by the results of such evaluation. 


In an organization having good internal control, the function of 
establishing the liability will be segregated from the function of making 
the disbursement. With respect to the establishment of the liability, the 
auditor will review the invoices and supporting papers on the basis of 
which the liability was determined. In this review, the auditor's know!- 
edge of the operations of the company will play a major role. His famil- 
iarity with the types of materials and services normally purchased, with 
the suppliers normally dealt with, and with the company locations norm- 
ally receiving purchased goods and services.—all this knowledge—will 
provide him with a basis for detecting the unusual. When the auditor 
finds reason to suspect the legitimacy of a disbursement, he will make 
appropriate inquiries and, in such instances, will definitely consider the 
examination of the paid check. 

In this method of review, the emphasis is on the determination of 
the legitimacy of the liability established, and the review of paid checks 
is limited to those cases where the auditor’s findings have aroused his 
suspicions so that he believes that such an examination is required. 


It is our opinion that in conditions of good internal control, with 
the audit procedures previously outlined, a routine examination of 
endorsements is not required. By a routine examination of endorsements 
we mean a regular program of reviewing paid checks to determine that 
the first endorsements agree with the payees’ and that any subsequent 
endorsements do not appear to be irregular. 


We recognize that the review of endorsements on a routine basis 
may disclose an irregular endorsement which would require investiga 
tion. Examples of this are the disclosure of a check payable to a com 
pany but bearing more than one endorsement, or a check bearing sev 
eral endorsements among which are the names of persons who would 
not be expected to come into possession of the check. While it is true 
that this examination may disclose unusual endorsements, it has been 
our experience that with the audit procedures previously outlined, under 
a good system of internal control, the investigations of such unusual 
endorsements have not disclosed any irregularities. 


The effect of examining endorsements on a routine basis is—in 
almost every case—a mere comparison of the payee with the one 
endorsement appearing on the check. Unless the auditor is in a position 
to challenge the genuineness of the signature of the payee, which in 
most cases he will not be able to do, the comparison is of little or no 
value. 
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Thus far we have been discussing audit procedures when good 
internal control exists. Such internal control would be expected to deter 
the would-be embezzler from making fraudulent disbursements because 
he alone could not readily carry out all the functions required to make 
a disbursement, and because of the likelihood of discovery of his actions 
by other members of the organization should he attempt to circumvent 
the internal controls established. 


In reviewing disbursements of firms having a poor system of 
internal control, which cannot be expected to deter embezzlements, the 
auditor should extend his procedures to include direct confirmation of 
purchases with suppliers, a review of requisitions, purchase orders, 
invoices and supporting papers, and the tracing of paid checks to the 
documents supporting the disbursement. And in addition, under such 
circumstances, we believe the auditor should give consideration to the 
examination of endorsements on a systematic basis. 


PAYROLL CHECKS 


Generally speaking, there is little justification for regularly check- 
ing endorsements on payroll checks. If endorsements are checked, usu- 
ally it is done by clerical help as a routine matter, and no concrete 
auditing benefit is derived. Experience has shown that all that is detected 
are cases where wives have signed for the husbands, or vice versa, or 
occasionally no endorsement at all. The principal objective in checking 
endorsements on payroll checks is to detect payroll padding or other 
similar irregularities. This can only be effective if endorsements are 
traced to original signatures on payroll records, and even then the 
control is not always conclusive. Such a procedure is too costly for a 
regular routine, but should be adopted as part of special audits where 
control over payroll preparation is weak. 


As with other types of checks, bank endorsements guarantee all 
prior endorsements and protect against subsequent claims of forged 
endorsement, etc. In the case of payrolls, added controls are effected 
automatically through governmental reporting of earnings and with- 
holding taxes, and controlled distribution of employee W-2 forms. 


This article was prepared by the Research and Education Committee of the 
Chicago Chapter of Tue Instirute or Internat Auprrors. /t does not purport to 
represent the views of the membership of that Chapter, but of the Committee that was 
responsible for its preparation. The members of that Committee were CEDRIC C. 
SLAIN, International Harvester Company, Chairman, CHARLES W. FALLON, 
U. S. Steel Company, MERWIN W. PRATT, Walgreen Company, ALFRED J. 
REGENBURG, Allstate Insurance Co. JOHN P. SCHLESSER, Jn., The Pure Oil 
Company, LEON J. STREIT, Joslyn Manufacturing & Supply Company and GOR- 
DON R. WORLEY, Aldens, Incorporated. 
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Routine examination of payroll check endorsements is not effective 
control under any circumstances and should not be substituted for other 
more basic payroll controls. Better that the auditor should concentrate 
on improving the basic control over payrolls, insuring that proper seg- 
regation of functional responsibility exists between authorization of 
time cards, computation of payroll, preparation of pay checks, recording 
of payrolls, and distribution of checks to employees. In our opinion, 
routine checking of endorsements on payroll checks is not productive 
of results and can never justify the cost. In most cases where payroll 
controls are weak, such as a branch office operation where payroll pre- 
paration must be centralized in one or two persons, endorsements should 
be traced, on a test basis only, to original employment records. 


EMPLOYEE PAYMENTS, OTHER THAN PAYROLL 


There are various types of disbursement made to employees and 
former employees or their assignees that bear some resemblance to 
payroll operations but are not always amenable to usual payroll audit 
procedures. Loans, pensions, separation allowances and supplementary 
benefits are typical. The desirability of examination of check endorse- 
ments, as in the case of other disbursements, depends primarily on the 
extent of controls and safeguards surrounding such payments. 


Disability benefit payments are required by the statutes of some 
states. In these particular instances, the employee must file a claim with 
the employer in order to obtain the stipulated benefit payments which 
generally are set by a state agency in terms of days and weeks according 
to the particular weekly salary bracket of the employee involved. It 
appears that an examination of the endorsements is advisable in these 
cases in order to substantiate proof of payment on the claims. The 
endorsements on the checks may be compared to the signature on the 
claim form as well as the signature in the personnel file of the particular 
employees involved. This examination may be combined with a test 
of the validity of the claims, which, in turn, involves a decision as to 
the compensability of the claim according to the rules and regulations 
of the particular state. Merely examining the endorsements on the 
checks to verify that the endorsement agrees with the payee as stated 
on these checks would be of very little value. 


One objective in examining endorsements on a check issued as an 
employee loan is to determine where it is cashed or banked. Frequently 
the announced purpose of the loan can be verified or attention directed 
to the necessity for a closer scrutiny of the area in which the employee 
works. Secondary endorsements, such as loan companies, taverns, etc., 
can sometimes be very informative. Comparison of the check endorse- 
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ment with the loan application and note signature can serve as a partial 
verification of the authenticity of the loan. Both of these uses of endorse- 
ment examination can sometimes be of particular significance in the 
case of the habitual borrower. 


Payments to a terminated employee under some type of pension 
plan frequently extend over a long period of time and generally are 
made on a life basis or are dependent on the amount accumulated and 
set aside to the credit of the former employee. Where the disbursements 
are made by the employer, or a trust that is operated by the employer, 
there is an obligation on the employer to see that the payments go to 
the proper party. The principal thing to determine is that the pensioner 
is living and is receiving the payments; secondly, if the pensioner is 
deceased and the plan provides for residual benefits to the beneficiary 
or estate, that the proper party receives that to which he is entitled. 
Examination of check endorsements is one method of assisting in the 
fulfillment of this obligation. Checks issued to pensioners living in board- 
ing houses, with relatives and similar situations are particularly sus- 
ceptible to misappropriation. Endorsements can be compared with speci- 
men signatures, bearing in mind of course that signatures do change and 
that auditors are not necessarily handwriting experts. Another safeguard 
that can be used is to periodically inform the beneficiary of his status 
which increases the possibility of knowledge of a pensioner’s death 
promptly reaching the employer. 


BRANCH, DISTRICT OR FIELD DISBURSEMENTS 


Vulnerability to the perpetration of some fraudulent action is prob- 
ably more prevalent in companies which have branch or district opera- 
tions. By branch or district operations, we are referring largely to those 
locations whose physical set-up is limited with respect to the number 
of employees. In these instances we almost always encounter the condi- 
tion of multiple related duties being performed by a few individuals. 
Therefore, it is at this level we believe that more of the auditor’s efforts 
should be directed toward preventing or minimizing fraud possibilities. 


In a recent study of fraud cases it was found that of the 100 cases 
selected for review, 30% of them occurred in branch operations of the 
companies. This study further pointed out that of these 100 cases, which 
involved embezzlements of $7,100,000, approximately 50% involved 
disbursements which accounted for 80% or $5,740,000, and of this 
latter amount $2,500,000, or approximately 50% of the dollar value and 
the number of cases, involved company checks that contained fictitious 
or forged endorsements. These endorsements were but one of a few of 
the fabricated actions that took place before the checks were issued, 
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namely, preparation of spurious purchase orders, receiving reports, 
invoices and forgery of signature approvals. These fraudulent actions 
were made possible, as is usually the reason, because of deficiencies in 
the system or practice of internal control. 


However, we don’t believe that the auditor is going to uncover 
these situations by reviewing check endorsements alone. For the most 
part, the embezzlements previously referred to were not detected through 
ascertainment of the invalidity of endorsements. 


Therefore, we would suggest that where we have diminishing 
returns from the employment of some costly audit check, particularly 
as in the case of check endorsements, which is after the fact, we should 
adjust and aim our audit approach in the direction of attaining better 
internal controls that would act as a barrier against the practicing of 
fraudulent actions. 


CONCLUSIONS 


After taking all factors into consideration, we believe that the extent 
to which check endorsements should be examined can be summarized as 
follows: 


1. The examination of endorsements on a routine basis to deter- 
mine that the first endorsement agrees with the named payee 
has little or no value. Agreement or nonagreement offers no 
conclusion as to the legitimacy of the payee or the disburse- 
ment. The bank paying the check guarantees prior endorse- 
ments, thus company interests are not jeopardized if a legiti- 
mate check has been misappropriated. 


bo 


When proper internal controls are in effect, the examination 
of endorsements is not warranted by the results obtained and 
the expenditure of time and audit personnel required. 


3. When internal controls are lacking, the auditor should extend 
his procedures and, in doing so, should give consideration to an 
examination of endorsements. 


In our opinion, the reviewing of check endorsements at the internal 
auditor’s level is but one link in a chain of many audit techniques that 
should be employed in contemplation of detecting some irregularity 
made possible by a weakness in the system of internal control. To think 
that this technique alone is sufficient to detect positive indications of 
some irregularity is rather inane. Where employed, it is better that it be 
used intensively rather than extensively. 








SCIENTIFIC MANAGEMENT CONTROL* 


By PROFESSOR E. D. McPHEE, M.M., MA. B.Ed. 


Director, School of Commerce, University of British Columbia 


The relationship between internal auditing and business manage- 
ment is not fixed; it varies among firms and it changes with time as 
each company experiments with ways to make its management more 
scientific. 


Professor McPhee emphasizes the scientific aspect of this relation- 
ship. If we are to contribute importantly to scientific management, we 
must become constantly more scientific. We must develop quantitative 
measures of compliance, for example, if our measurements are to be 
useful in scientific control of operations. As we expand our appraisal 
techniques to measure those business operations in which management 
control devices are largely qualitative, rather than quantitative, we are 
privileged to help develop the science and art of control so as to make 
it more quantitative, more valid, more reliable and more uniform. 


HROUGHOUT my business life I have been, or tried to be, a prac- 

titioner in the application of the methods of science to the field of 
management, In the consultant firms I have helped to organize and 
direct we have had an opportunity to develop or examine various prac- 
tices and procedures which have laid claim to being scientific; in the 
operation and control of a number of businesses I have had an oppor- 
tunity to test and modify or refine some of those practices. 


What I would like to do here is to pass on to you some of that 
experience, to indicate the principles I have found to stand the prag- 
matic test in managerial functioning and some of the limitations to scien- 
tific methods in management and, briefly, to apply some of these fac- 
tors to your own field of internal auditing. 


“MANAGEMENT” IS DEFINABLE 


The problem of semantics may make it difficult for all of us to get 
on common ground quickly, but let us try. Let us start by analyzing 
the first two words in the title of our topic, viz. Scientific Management. 


*Paper presented at the Third Annual Pacific Coast Regional Conference, Tue Instt- 
TUTE OF INTERNAL AvDITORS. 
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May I emphasize this point, that if you are going to think scientifi- 
cally about management you must get terms and their meanings firmly 
fixed in your mind and use these terms precisely in speech and writing. 


The fact that we can talk about “management” as an idea, or a 
pattern of behaviour, is itself an indication of one very significant thing 
we have learned through the years, that the problems of management 
and the jobs of management are similar in all situations. This is one of 
the essential conditions of any scientific thinking: that you get some 
words which can be given precise meaning, and can come to mean the 
same thing to all persons who use them correctly. We used to speak 
of the job of managing an iron works as something unique and special- 
ized and thought of it as unlike that of managing a food company or 
textile company or retail store. Once management consultants began to 
move from one company to another, once men with a common profes- 
sional interest began to meet each other at conferences, they found 
that the differences were in a very narrow segment—confined to a part 
of the purchasing, production and sales fields—and that in all industries 
the other management problems, and especially those of higher level. 
could be stated in identical terms. The management of men and of money 
were common; only in part of the machinery and equipment did indus 
tries differ. This then is our first point—the problems of management 
can be stated without reference to the industry concerned. “Manage 
ment” is becoming a scientific concept which can have a constant and 
uniform meaning all over the world. 


ELEMENTS OF MANAGEMENT 


A second requirement in scientific thinking is to analyze broad 
general ideas into definable parts. We have made some progress in this 
direction and we can say that the management job is three-fold—plan- 
ning, organization, and direction. 


Planning 


By planning is meant the formation of policies—financial policies, 
purchasing policies, production policies and so on. Management’s “plan- 
ning” job is to collect and examine ideas, devices, and information and 
plan, whether for an hour, or a week, or a season, or twenty-five years. 
Every level of management participates; every department participates; 
every job requires some planning. Higher management's job differs only 
in the complexity of their problems. You are involved frequently both 
in making plans and examining the effectiveness with which they are 
carried out. 
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Organization 


By organization is meant the definition of jobs, and the relation- 
ships between jobs. You can think of organization in two ways. 


It may be thought of in terms of an organization chart, a structure 
of rectangles joined by heavy lines, most of them continuous, some 
broken or dotted; drawn so as to show the hierarchy of the organization. 
A hierarchy of positions is a real fact, one which should be recorded on 
paper in most business offices and workshops. It is important however 
that the chart be under constant revision; it must have no permanence. 
Any healthy organization must be dynamic and changing or it will 
decay. By all means have an prganization chart; keep it up to date; 
make sure above all that it fits the facts of actual lines of command, 
and rule the chart rather than be ruled by it. Finally circulate the charts 
—and their revisions—to all persons concerned, including the so-called 
workmen. An organization chart is of value to everyone as an indicator 
of responsibility of an office; it enables everyone to see how fully and 
how clearly an organization pattern is drawn. 


But in the practice of management’s organization job I have not 
found that the chart tells enough; a good manager has to add a lot to the 
rectangles and the lines. He has to think of organization from the stand- 
point of people, some of whom direct the work of others and all of whom 
receive directions from others. What must be emphasized here is that it 
is not just an officer called the “President” who directs an officer called 
a “Vice-President” but a man with particular qualifications and handi- 
caps, assets and liabilities, emotions and attitudes, who is directing other 
men; guiding, appraising, urging, censuring, encouraging other individ- 
uals. Unless thought is given to organization in these terms of human 
relationships; unless management makes its appointments, transfers 


PROFESSOR EARLE DOUGLAS McPHEE was born in New Brunswick and 
taught in the high schools of that province prior to the First World War. He enlisted 
with the Acadia University group and went to France with the 85th Battalion. At the 
conclusion of the war, he attended Edinburgh University for graduate work. 


He then returned to Canada to teach psychology in Acadia University, the Uni- 
versity of Alberta, and the University of Toronto. In 1929, he left University work 
to become Comptroller of the York Knitting Mills. 


During the next two decades Professor McPhee became involved in a variety 
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Managing Director of operating companies in textiles, leather goods, aircraft and 
chemicals. Because of his interest in the application of scientific methods to industrial 
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of Toronto) and Production Engineering Limited of London, England. 


He returned, in 1950, to Canada to become Director of the School of Commerce 
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and promotions with personalities in mind, you cannot expect to have 
a vigorous, happy production or sales or office organization. 


One reason for emphasizing this “personality” element in organiza- 
tion is that an informal pattern grows up in most companies, and you 
should recognize its existence. You are all aware that in any company 
with a long history there are cliques and unofficial leaders, as well as 
those whose names appear on the charts; there are sentiments, tradi- 
tions, folklore, myths that are accepted in relation to certain people 
which profoundly influence the way in which the organization functions. 
There is rivalry between senior executives; there may be bureaucracy; 
there may be good teamwork or none at all. These are all real parts of 
the working organization whatever the charts may show. In evaluating 
an organization one must look for these background data which, like 
overtones of various musical instruments, may be the distinctive and dis- 
tinguishing aspects of the industrial orchestra. 


The sound scientific principle in organization then is to select 
people, not only in terms of specific jobs, but in terms of the relation- 
ships which will be established when they take their places in the hier- 
archy. That is why the better organized firms spend so much time and 
money in selection, training and placement schemes—they must know 
in advance where a personality will fit into their hierarchy at that time. 
That is why some persons of good training must not be placed as fore- 
men, or others as internal auditors. 


Several other principles of scientific organization must be recog- 
nized by you in your work. This is only a partial list, but these prin- 
ciples relate directly to your job as internal auditors: 


a. The principle that every operator must have one, and only one 
supervisor, and must know who this supervisor is. This is known in 
technical circles as that of a chain of command. 


b. The principle that a supervisor is expected to delegate the decisions 
he has to make to the lowest possible level. A foreman has to decide 
which jobs are to be done first, but his charge hands should be 
allowed to decide at which machines men will work. This principle 
of delegation is one which it is difficult to install in an organization 
or office and particularly in an old-established business. 


c. The principle that staff employees do not give orders to line officers 
is well accepted in theory, but not so well recognized in practice. 
In your code of ethics an attempt has been made to emphasize this 
point, that an internal auditor must not be given line responsibility, 
e.g. for accounts, while functioning as auditor. In an instruction 








24 The Internal Auditor 


manual to internal auditors employed by one large firm one sees 
the instruction to collect information and to report discrepancies to 
the head office but not to modify or amend instructions. This is 
typical of good staff organization. A staff employee from head office 
is always tempted to use his admitted prestige to issue ad hoc judg- 
ments; that he must not do so is one of the frustrations of the job, 
but I would soon dispense with the services of a staff officer who 
failed to operate on this simple principle. He must of course expect 
and encourage effective compliance with policies and approved 
practices, but he is not the voice of management. 


d. A fourth is that a good organization distributes the work so that the 
necessary checks and counterchecks are provided automatically 
rather than by a special staff. May I give some illustrations. You 
can reduce the dangers of wasteful error or worse if you organize so 


that: 
a. Hiring is under a separate supervisor from the payrolls 
b. Purchasing is separated from invoice payments 
c. Cash handling is separated from accounting 


d. In a University, the assessment of student fees and charges 
are under separate supervision from the collections. 


I have given only a few of the principles of scientific organization to 
support my general thesis that organization work is a part of the job of 
every level of management. Organizations that are carefully set up are 
more effective than those which grow. But no organization pattern lasts 
for long in an effective commercial or industrial firm, and management 
must constantly be striving to improve it. As one of the ears of manage- 
ment your job is to collect and interpret the data on which more effective 
organization can be developed. That is the justification for adding per- 
sonnel problems to your agenda. 


Direction 


The third major problem of management is that of direction, under 
which I would like to comment on three related but separate functions: 
command, co-ordination, and control. 


a. By command I refer to the important function of giving orders to 
start, stop, modify, slow-down, change and so on, and to the rules and 
regulations under which operations are to be carried on. To most 
people this is management, but experienced officers know that while 
it occupies a lot of time and thought of junior management it does 
not take a great deal of time of senior management. As internal 
auditors you have no direct part of this function; indirectly you 
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spend much of your time analyzing the compliance of the line 
department with these rules. 


b. That phase of direction we call co-ordination is the process of making 
an effective team out of a number of individuals. The co-ordination 
of purchases with the labor-force, or production with sales to achieve 
the desired inventory, the co-ordination of finance and capital con- 
struction plans, these are illustrations on a major scale of co-ordina- 
tion. Many a firm fails because its management is not effective in 
co-ordination. One very important function of any auditor or man- 
agement consultant is a study of the effectiveness of this co-ordina- 
tion; the president and other officers are often too close to the detail 
to sense quickly a lack of articulation in the component parts of the 
management machine. Furthermore many executives resist co-ord- 
ination actively or passively, and observations on this point are an 
important part of a management audit. 


c. We now come to the third phase of direction, control. Sometimes I 
feel that this is not a happy choice of a term, in that it may lead to 
confusion in organization. The function is that of evaluation, 
appraisal, examination, investigation, whereas the term control 
usually connotes some degree of command. The term Controller 
suffers from the same difficulty. 


THE PLACE OF INTERNAL AUDITING IN SCIENTIFIC MANAGEMENT 


If you keep in mind the functions of control—that of seeing 
whether an organization is achieving its purpose and obeying the rules 
—you will find a definition of the basic job of an internal auditor. The 
most common means of control (defined as here) is internal reports, 
whether from the comptroller or the internal auditor. You are part of 
the control staff, charged to investigate adherence to company pro- 
cedure and policies and to submit reports thereon to higher manage- 
ment. You are charged to provide data on which higher management 
can revise its planning, its organization, its command and its co-ordina- 
tion. As auditors, often times as the only head-office person who spends 
much time in remote parts of an organization, you are being used to 
check measurable facts and to report opinions on an increasing range 
of specified topics. 


Quantitative Measurement 


I want to emphasize that phrase “measurable facts.” One of the 
essential criteria of any scientific work is that it be quantitative, and 
this criteria should be applied to scientific work in management. You 
cannot expect to be allowed to submit generalizations, or to report on 








26 The Internal Auditor 


the basis of casual observations. Your job can therefore be defined more 
specifically in those terms: you are expected to develop measures, tests, 
scales, indexes, and other quantitative rods, in and for every field in 
which you work; to apply these as objectively as any other scientific 
worker; and to report your findings without fear or favor. If you are 
to report on waste, you should report the quantity and value in accepted 
measures but you will also be expected to have some standards by which 
to decide whether this is very excessive, high, average, low or negligible. 
The scientific concept of control is that it must as far as possible be 
quantitative; the result you obtain should be the same as any other 
competent observer would secure; the tools and measures you use must 
be instruments which somebody else can use. 


Internal Auditing of Operations 


As long as your work was confined to surprise cash counts, checking 
of purchase orders against invoices, trial checks of customer’s orders, 
invoices, and collections, plant and equipmenc checks, inventory tests 
and security measures, you could obviously be quantitative and scientific 
in your procedures. But you are now being allowed or instructed to 
expand your field of observation and to report on personnel, produc- 
tion, and sales. I would like to comment on this development briefly. 


Higher management is now in receipt of regular reports on pro- 
duction, (quantity, quality, cost, waste, etc.) and sales (by types, by 
territories, costs, etc.). These operations are almost always under two 
or more senior line officers, to whom you do not report. When I first 
sent out internal auditors I used to ask my line officers if there was 
something they wished the internal auditors to check for them. The 
usual reply was that they were getting the reports they needed for con- 
trol and that an accountant wouldn’t know how to get any other answers 
anyway. 


This might be considered professional jealousy, but it is not that 
simple. The principle of a “chain of command” is vital to good organiza- 
tion and must be respected or the organization will become a mob. If 
you are to work in a sales organization the purposes of the audit must 
be made clear to the line staff. You may be allowed of course to check 
on sales office routines, on stationery, on stocks and shipping procedures 
without much debate since the sales manager is likely to regard these as 
“clerical” work, suitable to the attention of accountants. But if you are 
to audit the + al job of the sales department how do you go about it? 
May I offer « | w suggestions. 


1. You must learn the vocabulary of any field in which you wish to 
work, and not expect others to use yours. 
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2. You must prove your competency to understand the measuring rods 
of success as viewed by the sales manager or vice-president in charge 
of sales. His goal may be more customers, or larger orders, or a more 
complete range of goods for each customer. You must accept his 
policy and his values and gradually develop with him a list of the 
points on which a report would be of value. 


I have seen an internal audit questionnaire on “Sales and Advertis- 
ing” asking for a report on (a) the telephone service, (b) the knowl- 
edge of the staff of the proper method of handling orders for com- 
petitor’s products, (c) who is in charge of advertising supplies, 
(d) the condition of the advertising stocks. Any sales director would 
be vastly amused if the auditor thought that three of these questions 
gave any useful appraisal of the efficiency of the sales organization. 


3. You will recognize that the sales manager has certain control mea- 
sures he uses, which in his opinion are of value, for which the col- 
lecting and appraisal machinery has been developed, and which he 
is likely to regard as being the best—because they are his. The 
internal auditor can make progress only if he can show the sales 
department that other measures are more reliable, or more valid, 
or cheaper or are being used by large companies whose efficiency 
he accepts. I do not start by being critical or cynical of the control 
tools he uses, nor by assuring him that I can show him how to do a 
better job. My practice has been to know the sales or production 
control tools used by the best firm; to apply them to the raw data 
of the business and try to discover some measuring device which is 
better. Then I try to persuade the sales or production director to 
try out these alternate or additional measures. 


I use the same approach with any department—learn the control 
tools now in use by my company and by other companies in our 
general field, and try to discover in the literature or practice of that 
department some better control device. The time eventually comes, 
in my experience, when assistance is actively sought by line officers 
in devising better instruments for their use. There are quantitative 
measurement or appraisal techniques for every phase of the busi- 
ness; in personnel work we use labor-turnover, absenteeism, acci- 
dent incidence, and morale—survey devices of various types as con- 
trol or appraisal tools. You can and should learn to use them, with 
understanding, if you are required to do control work in personnel. 


Special Training Required 


I am not suggesting that all those who call themselves “internal 
auditors” should become trained as management consultants. Few of 
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you, probably, should do so. Those who are encouraged or forced to do 
sO must expect to acquire training in techniques and control measures 
which have not been a part of your accounting training. It is better 
that you should do a good specialist job with financial tools than an 
unskilled appraisal in fields for which you have no background. 


Some of you however will have opportunities to add to your fin- 
ancial measures sufficient skills in other phases of industry to accept 
wider audit responsibilities. Some of you will continue to work with 
tools you have learned to use in your training and experience as account- 
ants. Large scale industry means a variety of controls and a variety of 
points of view in interpretation, but somebody has to integrate the report 
and measurements into policy decisions. Sometimes the financial point 
of view will be of dominant interest, sometimes sales, sometimes polit- 
ical, or social or fashion factors will have to weigh more heavily. Your 
contribution is “measured facts.” If your profession is to grow in 
acceptance—and I think it will—it will be because you have been 
trained and become competent in a growing range of diagnostic tech- 
niques and measures. As a group your technical contribution to each 
other will come through the exchange of information on valid and reli- 
able methods of measurement. 





A GOAL TO STRIVE FOR 


May I conclude by saying that no one knows better than the scien- 
tist that even if the science of management were as detailed as the sci- 
ence of medicine there still would remain the need for the art of the 
manager. “The older factors of character, ability to win confidence, 
power of decision, enthusiasm, fine judgment, leadership, and a vivid 
sense of justice still count as much as, if not more than, they ever did.” 


(Sheldon). 


Some of you have had an opportunity to see the control room of 
a modern aircraft. If you have, you have discovered the vast array 
of dials which the pilot and co-pilot need to watch if they are to have 
a safe passage and smooth landing. Mechanical and electrical engineers 
have devised quantitative measuring devices to record all the significant 
changes in conditions of the power plant and the atmosphere through 
which the machine is to operate. The pilot is required to spend many 
months in learning to interpret various combinations of these data into 
safe flying practices. 


A business is far more complicated than any aircraft man has 
devised but many of the control devices we use are qualitative, and 
not quantitative. The goal of scientific management is to increase stead- 
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ily the number and reliability of quantitative measures to guide man- 
agement. You are the engineers and on your diagnosis or appraisal will 
depend to a greater and greater degree the safety and security of jobs, 
of payrolls, investments and job satisfactions. 


I am sure you are all aware of your responsibilities and opportuni- 
ties. Yours is a position of great privilege. Yours is an undeveloped 
science and each one of you worthy of that privilege will do what he 
can to leave the science and the art of control more quantitative, more 
valid, more reliable, and more uniform than he found it. 





People think of the Golden Rule as something mild and innocuous, 
like a baby lamb. But when they suffer an infringement of it, they 


think they’ve been mauled by a panther. 


—FrANCES WREN. 








THE INTERNAL AUDIT APPROACH 
TO BUDGETS’ 


By M. B. T. DAVIES 
Accounting Manager, Deep Rock Oil Corp., Tulsa, Oklahoma 





In those companies where budgeting is a vital element in the system 
of internal control, the internal auditor is limited in his ability to 
appraise that system of internal control if he fails to appraise the budget- 
ing itself. 

The budgeting operation is another one of those areas where quanti- 
tative standards are largely undeveloped. Therefore Mr. Davies sug- 
gests, for further discussion, a series of qualitative standards which an 
internal auditor might apply in order to judge how well the budget 
works as a management tool intended to maximize the efficiency of the 
business. 





RELATED FUNCTIONS OF BUDGETING AND AUDITING 


ESE thoughts are offered, not as a comprehensive study of the tech- 

niques of either auditing or budgeting, but rather as an approach 
which an auditor might take in examining his company’s budget organ- 
ization and procedures. Moreover, because budgets vary in so many 
respects, both in practice and in concept, my observation doubtless will 
not apply in all situations. 


A business which is large enough to warrant the employment of an 
auditing unit generally already has some form of budget in effect. In 
the case of a relatively small business these two functions may be per- 
formed by a single unit. Such a course would be quite realistic, The 
two are inherent parts of any well developed system of financial man- 
agement, and each should constitute a potent factor in enhancing busi- 
ness profits. 


Budgeting is more limited in its scope than auditing. It concerns 
primarily the determination of standards of performance and the com- 
parison of actual results with those standards. Because its scope is more 
limited it is thus more concentrated. Its appraisal is intensive, thorough 
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and searching. To some extent it results, indeed, in the performance of 
a type of audit. 


On the other hand, auditing implies a broader scope. It embraces all 
fields of operational and administrative activity and all areas of man- 
agement. Because of its broader approach to the study of financial man- 
agement, auditing must necessarily result in a less concentrated exam- 
ination, although supported by intensive checking, in some areas, be- 
yond that which would be considered in a budget review. 


SHOULD THE BUDGET ORGANIZATION BE AUDITED? 


Auditors are usually reluctant to delve into the future. For this 
reason, perhaps, an audit of the budget activity is relatively uncom- 
mon. But while the orthodox training of the auditor tends to emphasize 
examination of past results, the conclusions drawn from these examina- 
tions should enable him to gauge the impact of his findings in terms of 
future operations. 


Budgeting is a vital element in a system of internal control, how- 
ever. The auditor’s ability to appraise that system of internal control— 
which is surely an important reason for his existence—would be limited 
if he failed to appraise the budgeting itself. And if the business has an 
audit but no budget, the auditor would be remiss if he failed to examine 
why none were in effect and whether installation would be desirable. 


OBJECTIVES OF THE AUDIT 


Budgeting is an instrument of management, designed to forecast 
and plan a chart for future operations and to exert financial and opera- 
tional control over them, Its end is to enable the management to maxi- 
mize the efficiency of the business, normally reflected in terms of earning 
power. The type of budget used will vary with each business. It will 
depend on individual needs, nature of operations and, above all, man- 
agement concepts. 


In performing an audit of the budget, the auditor must first define 
his objective. This may be defined as an independent review and ap- 
praisal of the budget activity to ascertain that it provides a realistic fore- 
cast of future operations and finances and constitutes an effective med- 
ium of control. It should enable the auditor to answer such questions as 
these: 


(a) Does the budget serve the needs that management desires? 
(b) Are the budget reports prompt, reliable and realistic? 

(c) Is the activity capably organized and well staffed? 

(d) Does it function economically? 
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PREPARATION FOR THE AUDIT 


Before designing his procedures, the auditor should make two 
preliminary studies: first, a consultation with the top management and, 
secondly, a review of the budget organization and procedures. 


The consultation with the top management could well be achieved 
by a conference of the auditor with the chief executive officer and the 
chief financial officer (e.g., the president and the treasurer or controller). 
He should ascertain their views on such matters as these: 

(a) What is their general concept of the budget? 

(b) How frequently do they expect budgetary reports? 

(c) How flexible can the budget be and, conversely, how rigidly 

must it be applied? 

(d) Where does the budgetary responsibility lie? 

(e) How far ahead should forecasts be made? 


This discussion should enable the auditor to frame his general line of 
approach, It should point out to him special features which the manage- 
ment would like to have examined. It should convey to him the philoso- 
phy underlying the budget—a matter which can seldom be discovered 
by even the most careful study of written budgetary procedures. It 
should also assure him or disillusion him regarding the most important 
factor leading to the success or failure of any company budget—is it 
actively supported and stimulated by the top executive authority? 


The auditor’s second preliminary task is that of reviewing the bud- 
getary organization. Expressed in its most elementary form, a budget 
is normally formulated by the most junior appropriate levels of manag- 
ment. It is channeled through various tiers of management (and re- 
viewed at each stage) and transmitted to a central point, where it is 
integrated. It is eventually approved as a working plan (possibly after 
modification) by the highest executive authority. The central unit which 
gathers, digests, reviews and co-ordinates the over-all budget should 
certainly be subjected to close audit review. However, it is but one ele- 
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ment in the entire budgetary system, and the auditor must give atten- 
tion to each phase of that system, 


THE TYPE OF BUDGET 


An aspect calling for careful and critical study by the auditor is 
whether the nature and type of the budget suits the best interests of the 
business. He may give attention, therefore, to such questions as the fol- 
lowing: 

(a) Does the budget cover the entire business operation or merely 
limited phases? (Limited budgets may be quite realistic. For 
example, if the budget is still in an experimental stage it 
may not be practical to extend it beyond a limited sphere until 
it has been proved satisfactory.) 

(b) Is income incorporated in the budget as well as expenditure? 
(Income forecasting is generally more difficult, and it may be 
desired to limit the budget only to those phases where effective 
control can more easily be gained.) 


(c) Does the budget extend to both cash funds and earnings, or is 
it confined to one only? Does it even cover a projected balance 
sheet? 


(d) Are “sub-budgets” used for individual projects such as capital 
expenditures, advertising campaigns and substantial contract 
jobs? 

Is the flexible budget technique employed, whereby expendi- 
tures are charted at different levels dependent on output or 
sales? (This approach, while more advanced than that gener- 
ally encountered, embodies a realistic planning of expendi- 
tures that must necessarily vary with business volume. That 
volume may be very uncertain, and consequently require an 
even more stringent control over expense to keep the business 
on a sound financial footing. ) 


(e) 


(f) Is the budget short-term, long-term or combined? (The com- 
bination type of budget is one that calls for periodic revision 
and projection. An example would be a 12 months budget cov- 
ering the current three months separately and the following 
three quarters. ) 

(g) Is the budget a fixed one? (This involves a projection for a 
set period, usually a year, during which no revisions are norm- 
ally made, and after which another budget is compiled for 


the succeeding period.) 


These questions should enable the auditor to assess the suitability and 
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flexibility of the budget and to gauge whether it is the servant of the 
business rather than its master. 


OPERATION OF THE BUDGET 


The parts of the audit that probably yield the greatest number of 
facts are those devoted to the study of the budget in operation. Those 
facts are gained from two major sources: the units which are controlled 
by means of the budget and the unit which coordinates it. Let us first 
consider the former. 


The field open to the auditor in this phase of his undertaking is a 
wide one. It involves, in fact, the entire business which is working 
under the budget program. The facts which he will seek should enable 
the auditor to satisfy himself on such points as these: 


(a) Are the responsibilities for preparing, reviewing and approving 
budgets clearly and logically defined? (Do the individuals con- 
cerned properly understand these responsibilities and have 
they a realistic concept of why the company uses a budget?) 

(b) Does the most junior level of management reasonably quali- 
fied prepare its own forecasts with the aid of effective guidance 
from its superiors? (This is vitally important to a wholehearted 
acceptance of the budget, for the junior supervisors and man- 
agers concerned will then operate under a budget that they 
themselves have helped to create and which they will there- 
fore feel inclined to accept more readily _) 


(c) Are all persons concerned afforded adequate time and instruc- 
tions to prepare their budgets intelligently? Or is budget pre- 
paration a rush job performed under pressure to meet unduly 
stringent deadlines? (This latter situation is a common factor 
in creating opposition to a budget.) 


(d) Does the budget incorporate volumes, activities and other non- 
monetary standards in addition to mere financial figures? 
(This approach enables many participants to deal intelligently 
with figures that have real meaning to them. They might 
be unfamiliar with and even afraid of using money values, 
and perhaps unsuited by their training to convert non-mone- 
tary standards into terms of dollars and cents.) 


(e) Is the forecast of the business revenue based on sound judg- 
ment, backed by reliable source data? Is it constantly kept 
under close review so that deviations can be corrected and the 
lessons learned intelligently applied to future forecasts? (This 
is an essential feature of good budgeting. The whole structure 
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has to be based on anticipated business volume. It is in this 
highly complicated field that the greatest skill has to be exer- 
cised, if only because erroneous forecasting can have such an 
important effect on the over-all budget.) 


(f) Are budget revisions and amendments made at reasonable fre- 
quencies? (If they are not, the budget may lose its flexibility 
and hamstring business operations because it is too rigid. Al- 
ternatively, a too-rigid budget might simply break down and 
permit operations to continue uncontrolled. Again, different 
phases of the operations may call for different revision periods 
or wider authority to deviate from standards. ) 


(g) Is authority delegated sufficiently to permit approvals to devi- 
ate from the budget “along the line”? (Wise judgment in this 
respect will enable the momentum of business operations to be 
maintained, unhampered by the necessity for awaiting high 
level approvals.) 


(h 


Is the chief executive officer promptly and effectively informed 
of all facts which importantly affect the administration of the 
budget? 


(j) Does the budget have a satisfactory effect on working disci- 
pline and morale? If there are any shortcomings in this respect, 
are they caused by the inherent nature of the budget or by 
isolated individual application? (The budget can often be 
blamed for individual shortcomings, and, because it is some- 
thing entirely impersonal, receives unfair blame all too fre- 
quently. ) 


THE CENTRAL BUDGET UNIT 


In the center of any budget organization there will usually be found 
one person or group of persons whose function it is to coordinate the 
estimates, forecasts and budgets into one cohesive and integrated com- 
pany plan. This unit performs a staff function. It collects, sifts, analyzes 
and comments. It offers advice and service but should not dictate the 
budget. Largely on the efficiency of this unit will depend the smooth 
operation of the entire budgetary plan. Consequently, the auditor will 
be well advised to devote much attention to the working of this unit. 
His review should permit such questions as these to be answered: 


(a) Is the unit placed logically in the company’s organization, 
normally directly responsible to or in direct contact with the 
chief financial officer? (As the chief financial officer is charged 
with the responsibility for his company’s financial manage- 
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ment, he should keep close contact with this unit, He should 
see that it is kept properly instructed and informed, and should 
normally offer it personal guidance in performing its task.) 

(b) Does the unit keep its channels of communication open, main- 
taining contacts at the top operating and financial levels? 
(Only in this manner can it be assured that it is able to ap- 
praise estimates, forecasts and results in the light of the best 
available information. Without it, it will prepare budgets 
merely by using simple arithmetic and without a critical and 
analytical review. ) 

(c) Is the staff of this unit a competent one, properly trained for 
a highly specialized function, and are its working techniques 
efficient? 

(d) Is the work sufficiently specialized or is it hampered by the 
group having to perform extraneous duties? 

(e) Are examinations made as to the reasons why actual results 
vary from budgets? (A mere statement of arithmetical dif- 
ferences will generally serve little purpose as an aid to financial 
management. The determination of operational reasons for 
deviations is a task that requires the budget group to keep in 
close contact with responsible officials throughout the organ- 
ization, and to analyze their comments in an objective man- 
ner. ) 

(f) Are budget reports timely and informative? (The use of “flash 
reports,” based on tentative data, is often an effective means 
for conveying important information needed for prompt 
action. ) 


CONCLUSION 

The budget should provide for a business what the navigation chart 
does for the sailor—a course of action leading to a specific objective. 
Deviations from that course will necessarily occur. However, when they 
are known they can be corrected in good time. If this is done, the objec- 
tive will be attained—a satisfactory profit. 


While their techniques vary in many respects, auditing and budget- 
ing are closely allied media of financial control. By examining the oper- 
ation of the budget, the auditor can judge how well it can complement 
his own appraisal activity. And, if he fails to audit the budget, he has 
neglected to review an important internal control feature. 


An intelligent correlation between the audit and the budget can do 
much to enhance the effectiveness of the financial controls and render 
a real service to business management. 


SOME THOUGHTS ON THE AUDIT 
FUNCTION IN MEDIUM SIZED 
BUSINESSES’ 


By WM. TRAVERS JEROME, Ill, D.CS. 


Research Associate, Harvard University Graduate Schoo 
of Business Administration 


In 1947, when Tue Institute adopted its “Statement of Responsi- 
bilities”, there had been a rapid growth in the number and size of 
internal auditing departments but most of them at that time were still 
located in large-scale businesses. 


Dr. Jerome argues that the contribution of internal auditing need 
not be confined to businesses large enough to afford a separate audit- 
ing department. The persons who carry out the internal auditing func 
tion in a medium-sized business may not be organizationally independ 
ent of the accounting function, but they can still make a fearless and 
unbiased appraisal of it if they have the support and understanding of 
the company’s top management. 


UCH of the published material concerning the constructive aspects 

of modern internal auditing seems to have been concerned with 
its practice in large scale business. The preponderance of the articles 
in the /nternal Auditor, for example, have been written either by per- 
sons associated with big business or else from the standpoint of big 
business. Even Tue InstiruTe’s own “Statement of Responsibilities” 
establishes a framework of audit activity which, for all practical pur- 
poses, is applicable in only the largest companies. Is management to 
assume, then, that modern internal auditing’s chief contribution is con 
fined to the country’s biggest corporations? Is a moderately sized busi 
ness unable to profit from an internal audit program except in the 
restricted sense of internal checks built into the accounting operations? 


To answer these questions, I believe more consideration must be 
given to the question, What is the modern internal audit function? At 
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least one should be able to explain what management can expect this 
function to contribute to the cause of more efficient administration. 


NEED FOR CLARIFYING CONCEPTS 


In the current literature one reads of such “modern” types of 
internal auditing as functional audits and management audits, audits 
of operations and business audits. These audit types stand in apparent 
contradistinction to such “old fashioned” investigations as balance 
sheet audits, financial audits, and compliance audits. Do these words 
convey any clear-cut concepts to management? Is there a material dif- 
ference between these several audit types? If so, then perhaps manage- 
ment—not to mention professors—should have the practical signifi- 
cance of these differences explained to them! 


One writer speaks of a change in concept so far reaching that mod- 
ern internal auditing bears little resemblance to that in vogue 10 or 15 
years ago. Messrs. Walker and Davies, in their very instructive book 
on Industrial Internal Auditing, assert that modern concepts of internal 
auditing are not understood in many businesses which already have 
the audit function, nor are these newer concepts even comprehended 
in numerous schools of business. 


If it is the concept alone which has changed, then what in simple 
terms is this modern internal audit concept? If it is internal auditing 
technique which has changed, then what in simple terms is the new 
technique? Until such questions as these are answered—or at least put 
in proper perspective—it is not surprising that some managements 
wonder about the applicability of modern internal auditing in their own 
enterprises. 


AN AUDIT DEPARTMENT NOT A PREREQUISITE 


Tue Instirute’s “Statement of Responsibilities,” in some respects, 
provides quite precise answers to several of these questions. On the other 
hand, I wonder if this very precision may not unintentionally restrict 
the applicability of the internal audit function. For example, the “State- 
ment” describes the nature of internal auditing as “the independent 
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appraisal activity within an organization for the review of the account- 
ing, financial, and other operations as a basis for protective and con- 
structive service to management.” I have no quarrel with this and 
subsequent descriptions until the “Statement” tells me that: 


Independence is basic to the effectiveness of the internal audit- 
ing function. This independence has two major aspects, as follows: 


(1) The head of the internal auditing department should be 
made responsible to an officer of sufficient rank in the organization 
as will assure adequate consideration and action on the findings or 
recommendations. The organizational status of the internal auditor 
and the support accorded to him by management are major deter- 
minants of the range and value of the services which management 
will obtain from the internal auditing function. 


(2) Internal auditing should not include responsibilities for 
procedures which are essentially a part of the regular operations 
of a complete and adequate accounting system. . .* 


In other words, definite and desirable as Tue INst1TuTe’s specifica- 
tions may be for establishing a framework for the internal audit activity 
in the country’s largest industrial, financial, and marketing organiza- 
tions, do such criteria necessarily aid management in understanding the 
potentialities of the auditing function—especially in smaller businesses? 
Furthermore, if the president or treasurer of a company read this “State- 
ment” would not he be entitled to conclude that, without activities suf- 
ficiently extensive to support an internal audit department, the full 
effectiveness of the modern internal audit function is denied his com- 
pany? And yet I wonder whether this is the meaning Tue INstiruTE 
wishes to endorse. Certainly Tue Instirure includes among its mem- 
bership many internal auditors whose position in their own companies 
bear little apparent relationship to the specifications laid down in the 
“Statement.” 


In short, what I am suggesting is this. Except in the very biggest 
corporations, should management worry very much about whether it 
has a separate audit department or whether the auditor also performs 
a line or supervisory function? Or does it make any material difference 
whether the auditor Jravels around from plant to plant or makes instead 
a desk audit? In other words, in all except the largest businesses, do such 
queries necessarily bear upon the effectiveness of the auditor’s contrib- 
ution to management? 


*Italics mine. 
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AUDIT FUNCTION IN MEDIUM SIZED BUSINESSES 


To illustrate some of these matters let us look at the X Manufac- 
turing Company which has increased its sales of small metal com- 
ponents from a pre-war average of $2,000,000 to over $20,000,000 now. 
The company has a payroll of nearly 2,000 and operates five plants. Its 
development of what I would call the “modern audit function’”’—at 
least in what the “Statement” describes as its “constructive” phase—is 
probably quite typical of the experiences of other progressive companies. 


In pre-war years the treasurer's chief concern, aside from man- 
aging the flow of funds, was to see that both he and the other members 
of management not only were getting reliable accounting, financial, 
and statistical information but were also using this information to guide 
company operations to best advantage. Before the war the treasurer him- 
self frequently checked (i.e. audited) these primary figure data for their 
accuracy and completeness and in addition directly supervised their 
collection and compilation. As the X Company grew during the war 
period, the treasurer subsequently found it necessary to turn over the 
increased burden of his general accounting responsibilities to a con- 
troller. 


With still further post-war growth, the controller in turn is now 
considering the strengthening of his organization by appointing an 
audit supervisor who will combine general investigative (i.e. audit) 
responsibilities with the supervision of five property accountants. 
Eventually, if the company should continue its growth, a separate 
internal audit department, meeting all the formal requirements of THe 
InstirutTeE’s “Statement,” might conceivably prove a desirable admin- 
istrative aid. 


Accordingly, the important lesson to be derived from the X Com 
pany’s experience, in my opinion, is this: At all these various stages 
the checking or investigative or auditing function has remained sub 
stantially the same, although in each instance it is simply being per 
formed a little bit further down in the organization. The function is 
still one of seeing that management is continually getting reliable and 
complete accounting, financial, and statistical data which are required 
both for decision making and for determining whether the company 
is getting full value from the expenditure of company funds. Thus any 
investigation by treasurer or auditor which seeks to ask questions and 
obtain answers—which, in short, goes beyond a mere check of figures 
for their accuracy and consistency to a review of their reliability and 
completeness—necessarily gets into the area of management controls 
and operations. 
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FURTHER ILLUSTRATION OF AUDIT FUNCTION 


That the auditing function—in its “constructive” phase—is noth- 
ing more or less than a questioning appraisal of accounting data, such 
as the treasurer or controller of a medium-sized company might do, can 
be further illustrated from the experiences of the X Company. The 
controller of this company, at the time of my visit, had just completed 
a detailed study of scrap loss. He had undertaken this study despite the 
president’s satisfaction with the company’s scrap control procedures. 
However, the controller’s study convinced the president that, despite 
a respectable overall scrap loss ratio, savings of several thousand dol- 
lars were quite possible by tightening up supervision in a number of 
departments. This particular illustration is cited because I have seen 
similar studies duplicated on many occasions in large enterprises with 
full-fledged, progressive internal audit departments. 


Another weakness, which I have also found commented upon in 
internal audit reports, was uncovered by the controller of the X Com- 
pany in the course of his audit-like appraisal of various accounting 
data coming across his desk. Thus the sales department of the company 
was accepting an increasing number of small orders which, because of 
the high initial set-up cost, the controller’s cost studies showed were con- 
tinual money losers. The company salesmen admittedly were unable 
to estimate the costs of many of these small orders when they accepted 
them, but they argued that such sales, at the same unit price as larger 
orders, were desirable anyway in the interest of good will. Further 
investigation by the controller showed that few of these small orders 
came from well established customers. Thereafter, before the company 
accepted such orders, they were referred first to cost estimators at the 
home office. 


IMPORTANCE OF INVESTIGATIVE FUNCTION 


Whether such investigative activity—based as it is on a continual 
analysis of figure data—is called internal auditing or not seems to me 
to be quite unimportant. What is important is that this function be 
clearly identified in each company in order that all managements 
in all kinds and sizes of business can make the most advantageous use 
of it. 


In other words, I am suggesting that a company may profit from 
many of the advantages of a modern internal audit program without 
having either auditors or an internal audit department. Where there 
is an inquisitive appraisal of all figure data—accounting, financial, and 
statistical—where these data are analyzed for their accuracy and com- 
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pleteness in order to provide management with a reliable basis both on 
which to found its decisions and to control the expenditure of company 
funds, then I would say here is a particularly useful manifestation 
of the constructive aspects of the modern internal audit function. Surely 
the function as so described has a place in medium-sized businesses 
apart from the creation of any separate internal audit department. 


ANALYTICAL APPROACH NOT ORGANIZATIONAL 
STRUCTURE IMPORTANT 


In so describing the internal audit function in terms of an analyti- 
cal approach rather than in terms of organizational structure, I do 
not mean to minimize the importance of a fearless and unbiased 
(i.e. independent) appraisal of the accounting function. Rather I am 
saying that, even where a company is not large enough to support 
an internal audit department which has organizational independence, 
a useful, audit-type appraisal can still be made. 


For one thing, even though there is not a theoretically independent 
audit function, a company’s public accountants are in a position to 
serve as checks or counterweights upon any resulting weaknesses in 
a company’s system of internal control. For another thing, a number of 
companies who seem to understand the value of the audit function 
and yet cannot support a separate audit department apparently have 
success in periodically sending “audit” teams, recruited from home 
office accounting personnel, to their branch plants. Since these teams 
are well-versed in company policies and procedures, there is no reason 
to suppose that, with proper supervision, their investigations are not 
of excellent quality. 


In brief, modern internal auditing is a function holding consider- 
able possibilities for worthwhile service to management, provided it 
is properly adjusted to the particular needs of particular businesses. 
But the burden of my argument is this: despite impressions to the con- 
trary, the audit contribution need not be confined to businesses large 
enough to afford a separate or independent audit department. 


Since modern internal auditing in its constructive phase consists 
of little more than an intelligent appraisal of accounting, financial, and 
statistical data in order to determine strengths and weaknesses in the 
conduct of a company’s operations, any company, regardless of size, 
can utilize the constructive or business aspects of internal auditing. 
Rather the important point is for management to recognize that the 
success of such appraisals depends (1) upon management having people 
of an inquisitive bent who can, in the course of their examination of 
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figure data, ask questions and draw conclusions, and (2) upon manage- 
ment itself understanding the advantages to be derived from such 
investigations. 


CONCLUSION 


Because the success of any audit-type investigation depends upon 
management's active interest and support, this article has considered 
the audit function against a background of needs familiar to all manage- 
ments. These needs, once again, are for accurate and complete account- 
ing, financial, and statistical data to provide management with a basis 
for the best possible decisions as well as a means to insure full value to 
the company for all expenditures. Therefore, it seems to me that those 
internal auditors who are in a position to serve such needs, whether 
in large or small enterprises, whether in separate departments or line 
activities, can play a significant role in the administration of American 
business. 





Never complain about your troubles; they are responsible for more 
than half of your income. 
—Rosert Uppecrarr. 








PROFIT AND LOSS ASPECTS OF 
INTERNAL AUDITING’ 


By F. A. LeCATES 
General Auditor, Sun Oil Company, Philadelphia, Pennsylvania 


The practice of preparing an annual report for management on the 
activities and accomplishments of the internal auditing department 
seems to be spreading. 


At Sun Oil Company that report includes, in addition to informa- 
tion about changes in scope of work, personnel and procedures, an evalu- 
ation of the tangible and intangible benefits from auditing in compari- 
son with its cost. 


OR many years, beginning just prior to World War II and continu- 

ing until the present time, business has been riding the crest of boom 
times. The demands of the second world war, the preparation for a third, 
the spending philosophies of the New and Fair Deal administrations 
with attendant evils of high taxation and inflation, the cheapening of 
money and easing of credit, have all contributed to a continuing period 
of tremendous business activity and increased complexity which has to 
some extent relegated to the background considerations of cost as related 
to value received from that cost. Many businessmen of today have 
never had the experience of piloting their businesses through a depres- 
sion period such as the 30’s. I suspect it is not uncommon in the glow of 
an extended period of well-being, that management individuals have 
become fall guys for new wrinkles and new so-called business services, 
and have been sold on practices that may be definitely uneconomical 
if and when the going gets rough. 


Now, when that happens, it seems obvious that all costs will be in 
for a going over and the cost of maintaining certain departments will 
be given serious thought to the extent of curtailment and possibly com- 
plete elimination, unless justification for their cost can be found. It is 
my personal view that a day of reckoning must come and its time may 
not be as far away as one might wishfully think. 





*Talk before Philadelphia Chapter of Toe Instirute or Internat Auprrors, Novem- 
ber, 1952. 
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It seems to me that auditing departments, as service departments, 
along with those such as Systems and Planning, Budgeting, Personnel, 
Public Relations, Statistical, and others, are susceptible to management 
scrutiny and it behooves us to be in a position to support factually and 
convincingly to our top people, the need for and value of internal audit- 
ing. Just as the success of the whole business is measured fundamentally 
by profit, so will our worth be measured by an evaluation of our depart- 
ment’s return in the light of departmental costs. 


For the internal auditor this should be no cause for alarm since I 
believe it can be clearly demonstrated that a combination of tangible 
and intangible benefits to his company far exceed its cost. It is important 
that we turn a cold, unprejudiced eye on our auditing operations and 
appraise what we do, to the end that our departmental profit and loss 
statement is clearly in the black. There are many factors which must 
be considered in such an appraisal, such as the size of the company, 
the degree of internal control, the centralization of accounts and records, 
geographical distribution, and a host of others. 


Let us assume that we have satisfied ourselves as to our worth to 
our companies—do we then place our study in a file drawer for future 
reference, only to become outdated and perhaps forgotten? Having gone 
so far as to arm ourselves with the necessary data, and I do not wish 
to detract at all from that important step, I suggest that an equally 
important step remains to be taken and that is assembling our data in 
report form and bringing it to the attention of management. It is our 
business to study and report on numerous and diversified matters. 
Surely, we are in a position to scrutinize our own activities and report 
on them. We, as individuals, would not hesitate to put our best foot 
forward when applying for a job or, as a member of management, 
explaining our stewardship to our stockholders. Hiding our light under a 
bushel will accomplish nothing. 





This is the general approach to the kind of reporting we do at Sun 
Oil Company. 


ANNUAL REPORT ON THE AUDITING DEPARTMENT 


At the close of each year data on all activities of the auditing depart- 
ment during the year is assembled and a report is prepared in several 
copies for submission to the Comptroller, who is also a member of the 
Board of Directors. This report is bound in similar fashion to audit 
reports on other activities and is titled “Report on Progress—Auditing 
Department.” In using the word “progress” rather than some other word 
such as “activities,” we wish to point out that the tone of the report 
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is positive and forward-looking. Without altering the facts in the least 
on which the report is based, we believe the impression the report makes 
is considerably strengthened by the way we tell about them. 


The opening paragraph consists of comments on various phases of 
activities, such as the scope of work, procedural changes, departmental 
costs, departmental return, personnel movements, and other matters of 
general interest. Each of these is discussed individually in the body of 
the report. 


SCOPE OF WORK 


Under scope of work we show that a number of activities have 
been added to the overall program which have resulted in a substantial 
increase in the department’s work and responsibilities. Along with a 
normal growth increase in district and branch work, major items cur- 
rently contemplated on a regular recurring basis include preparation 
of data for, and relations with, the Securities and Exchange Commission, 
preparation of listing applications for stock exchanges, studies on pro- 
ductivity accounting, renegotiation and termination of contracts with 
the government, reconcilement of additional dividend and payroll 
accounts, and a number of additional audits of subsidiary and affiliated 
companies. 


Various non-recurring departmental services are next summarized. 
Important assignments include preparation of revised sales office and 
service station accounting manuals, accounting data in connection with 
a suit by the government, use of personnel as acting district office man- 
agers where required, and assistance to administrative departments as 
requested. 


Although the additional work volume has substantially increased 
the total work load of our home office and divisional auditing groups. 
the personnel was decreased by three. This is explained in detail under 
the heading of Personnel. The handling of increased volume with 
decreased personnel was accomplished for the most part through efficien- 
cies effected in auditing practices and procedures, reduction of per- 
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sonnel needed on individual audit assignments, and through lengthen- 
ing the periods between audit assignments, notably in the auditing of 
our marketing divisions. No loss of control has resulted from these 
changes. We feel, rather, that from an auditing viewpoint more effective 
control was gained. 


In the crude oil division a substantial increase of auditing work 
volume has been experienced, due to auditing of joint interests and to 
heavy increases in drilling and construction activities. It has been neces- 
sary to increase personnel in that area to handle the load. 


PERSONNEL 


In our discussion of auditing personnel we point out that eleven 
individuals were taken into the traveling staffs at the home office and 
divisional auditing groups, and sixteen individuals left the department 
for various activities. This is supported by detailed list showing the 
additions to the department and their source, and transfers from the 
department, indicating where they went. For example, six individuals 
were appointed as office managers of district offices, seven were trans- 
ferred as special assistants in various lines of accounting, and three left 
the department for other reasons. Since two additional individuals were 
taken into the department in a subsequent year, a reconciliation with 
the net reduction figure of three is shown. 


Further comments in respect to the resident auditing staff and to 
additional auditing personnel are included. 


Our auditing department operates a training program for individu- 
als for advancement in the marketing division and it is indicated in the 
report that the department was in a position to keep pace with the 
demand. Generally, it is pointed out that the development of all indi- 
viduals toward a greater capacity for responsibility, broader knowledge 
and a better perspective on human relations has been a prime objective 
and will so continue. Sources of personnel for maintenance of full 
strength in our auditing department is discussed. Our opinion is ex- 
pressed that availability of such personnel has substantially lessened and 
that increasing efforts are necessary to secure individuals capable of 
assuming heavier responsibilities in the future. An analysis of the 
department’s personnel as of the close of the period, by job classifica- 
tion and location, is set forth. 


PROCEDURES 


Under this caption we set forth important changes effected during 
the period, which resulted in substantial improvement in our work and 
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the reporting thereof. Each procedural change is discussed individually, 
indicating the advantages resulting therefrom. These include: 


1. Adoption of the rule of exception for reporting. This premise 
had a major effect on reporting, enabling a reduction in the length of 
the audit reports by one-half, estimated conservatively. Time saved in 
perusal and checking in the regional, district, and administrative offices, 
as well as time saved in rough draft preparation and typing and handling 
within the department, has been notable. 


2. The number of personnel assigned to individual audits was 
reduced generally. This has given the audit force more flexibility, low- 
ered total audit time in some instances, and has served to reduce overall 
cost per audit assignment. 


3. Lengthening of periods between audit assignments. Perhaps one 
of the most effective changes contributing to departmental flexibility and 
to capacity for absorption of additional duties resulted from revisions in 
respect to regularity and tempo of auditing work. The instance of district 
sales office audits is cited particularly, wherein a change from audits 
customarily made on a six months’ schedule to a yearly schedule was 
made. This was done after determination that the short period auditing 
had become generally unproductive in view of a better system of internal 
control, greater standardization of district office procedures, and gener- 
ally improved conditions. 


We also stated that we had under consideration a further change in 
regularity of visitation whereby those locations with good records would 
be visited even less frequently, while others would be audited more 
frequently. Since the majority of locations are operating efficiently, 
considerable time might be made available by such change. Certain 
disadvantages, however, make it advisable to move with caution toward 
that end. 


4. We pointed out that substantially increased emphasis had been 
placed on the policy of the department of providing departmental ser- 
vices and assistance, within the limits of our ability, upon request of any 
division or department where it is felt that our personnel can be of the 
most value and service to the company as a whole. This development 
has by no means reached its end and we look forward to increasing such 
service in the future. 


DEPARTMENTAL COSTS 


Under the heading of “Costs” there is set forth a detailed compara- 
tive statement of the cost of operating the department. A full explana- 
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tion of the increases in individual accounting classifications is set forth. 
Where reductions in cost have been effected, this too is explained in 
detail. This section is closed with the comment that departmental costs 
are watched at all times so that they may be kept at minimum amounts 
commensurate with top effectiveness. 


DEPARTMENTAL RETURN 


Under “Departmental Return” considerable care is taken in pre- 
senting the information, since it is here that management will look to 
determine the value of our department to the company. We felt that 
this could best be presented in the following summation: 


It is obviously impossible to assign dollar values in all cases to the 
benefits accruing from internal auditing activities. Those of an intang- 
ible nature are capable only of general evaluation and constitute the 
preponderance of benefits secured. It may be said that they are by far 
the most important and profitable features of internal auditing, Included 
are responsibility for maintaining the system of internal control, the 
safeguarding and verification of assets, the policing of management poli- 
cies, the maintenance of established standards and their improvement, 
the checking of operations and physical condition of plants and equip- 
ment, the examination of fire and safety provisions for added protection 
to employees and customers, the contribution to the education and un- 
derstanding of personnel at all levels of operational and accounting 
work, interpretation of data for management, the development and 
training of individuals, and the performance of many special services. 


In respect to fraud and mishandling, the history of such cases nearly 
always points to a lack of control and procedural failure. It follows, 
therefore, that prevention, and not detection, is the phase to which 
greatest emphasis must be laid. An opinion is expressed to the effect 
that the performance of internal check activities and maintenance of 
tight internal control has been most effective in bringing the company 
experiences with respect to fraudulent conversion and mishandling of 
company assets close to minimum goals. 


Irrespective of the overall benefits derived of an intangible nature, 
however, it is possible to evaluate the work performed by the auditing 
department in actual dollar savings. A review of cases disclosed a num- 
ber of examples of direct dollar savings, some of considerable amount, 
which were listed for management information and are indicated in 
condensed form below. 


1. Auditing of advertising department disclosed credit due com- 
pany of $2,400. 
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2. Tax savings resulting from adjustment of stores inventory 
accounts—$41 ,300. 


3. Audit of pipeline subsidiary developed extra rent for collection 
based on investment—$3,600. 


4. Cash payments for auditing services on joint interests recovered 
—$7,200. 


5. Adjustment of incorrect billings arising from contractor loading 
of scrap trucks—$600. 


6. Correction of contract price for aviation gasoline blending agents 


—$5,800, 


7. Determination of drilling equipment and costs chargeable to out- 
side interests, along with credit for returned material—$10,600. 


8. Additional royalties recovered in two cases—$7,000. 


9. Erroneous pricing of equipment on pipeline company vouchers 


—$3,000. 


10. Marketing division audits—recoveries from pricing errors, cred- 
it memorandum and rental adjustments and district stock and 
cash shortages-—-$8,000. 


11. Recoveries effected by audits of joint interests in production 
division—$56,000. 


12. Savings determined by audit of cost-plus contract—$26,300. 


These adjustments and recoveries total in the neighborhood of 
$175,000, and it is pointed out that while they are substantial in nature, 
they are but a small portion of the total benefit received from auditing 
services. It seems clear that additional and continuing substantial losses 
would have been incurred by the company had the activities and pro- 
cedures not been corrected at the time of disclosure. Here again, transla- 
tion of the prevention of such losses into actual dollar values is not 
practical, but the savings is none the less real. 


GENERAL 


After several comments on other subjects, the report is closed by 
indicating that we have included only those matters which we considered 
of general interest. The belief is expressed that the auditing department 
has made substantial progress during the period and that much of the 
credit must be given to the cooperation of supervising personnel and 
staff. A forward-looking viewpoint is expressed toward being of increas- 
ing service and value to the company in the future, 
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In summarizing, I would refer back to the opening remarks which 
emphasized a need for assembling supporting data in the event man- 
agement questions the overall value of our department to the company. 
This question may not arise, although it seems inconceivable that the 
internal auditor will not be called upon from time to time to explain 
his activities and substantiate his costs in varying degree. In any event, 
I feel there can be little doubt that it is even more important to the 
internal auditor to sell himself as an individual and his group as a 
departmental unit, as it is to justify his cost. 


We should all have the utmost interest in progressing and becoming 
increasingly of greater value to our concerns, and if we demonstrate 
to our top people that we are so interested, we can hardly fail to hold 
and increase management's interest in the valuable contribution made 
by internal auditing. 


I would insert a word of caution at this point with the admonition 
that one obviously cannot do a good selling job without having some- 
thing to sell. Basically, you must demonstrate your capabilities and must 
have contributed to the overall progress of your organization in the 
day-by-day consummation of the responsibilities placed upon you. When 
you have done so and have a record of accomplishment in which you 
can take pride, it is my feeling that you would be remiss in not review- 
ing the record for the information of management. 


Our discussion would not be complete without reference to our 
responsibility in respect to the personnel within our department. Their 
job is to review, analyze, and report on the work and performance of 
people. Fundamentally, the success of our department in large measure 
is dependent upon them. In keeping management apprised of depart- 
mental accomplishments, we are, in a sense, bringing before them the 
capabilities of our personnel, to the end that they may be fully utilized 
and that the channels of opportunity may be constantly held open as 
they equip themselves and qualify for advancement. 


Truly we have a fine opportunity to develop an organization which 
in itself is an investment in men. There is need for capable, well-trained 
personnel in every phase of accounting, as well as other functional 
activities, and in developing such personnel, the internal auditor is 
developing executive timber for his company. 








CHECK-LIST FOR APPRAISING 
FINANCIAL AND ACCOUNTING 
DEPARTMENT EMPLOYEES 


By ANDREW F. MASTRONARDY 


Chief of the Audit Division Field Office, Reconstruction Finance Corp., 
Richmond, Virginia 


When periodic reviews of office performance are not made, costly 
“incidents” are likely to occur. Based on a particular incident of this 
sort, Mr. Mastronardy suggests a check-list for internal auditors which 
is designed to assure systematic appraisal of compliance with, and the 
adequacy of, prescribed office prcoedures and records. Each internal 
auditor has to decide for himself, of course, how far he can afford to 
go toward such a detailed analysis of office operations. He must con- 
sider the risk of loss involved in omitting any step as well as the organ- 
izational benefits from performing it. 





ap serene a clerk employed in one of the large corporations was 
discharged for making a $90,000 error, pursuant to an order issued 
by a branch-office controller that “the person responsible for the error 
is to be fired.” This particular incident was investigated by officials of 
the corporation; as a result the clerk was absolved of all blame and was 
offered the privilege of returning to his job with full compensation for 
time lost. 


At the same time, they reviewed the related operating procedures 
and the actions of other persons involved in the transaction. Some of the 
questions they asked were: 


1. Should the controller have relied on a subordinate clerk to pass 
judgment on transactions so large that they could result in a 


$90,000 loss? 


2. Did he realize that this clerk was under the direct supervision 
of others who were responsible to see that such errors did not 
occur? 


3. Did he realize that those supervisors exceeded their authority 
in delegating the exercise of independent judgment to this 
subordinate clerk? 


nr 
to 
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Did he realize that this clerk was not responsible for the failure 
of established internal check procedures? 


Do these conditions indicate an unsatisfactory level of morale 
in this office? 


This incident points up the need for periodic reviews and analysis 
of procedures and performance in order to appraise the general efficiency 
of the office personnel. For this purpose, I suggest that internal auditing 
procedures include the analyses indicated by the following list of perm- 
anent files which would result therefrom: 


A. 
B. 


Organization charts as approved by the officials of the company. 


A general description of the duties of each organizational seg- 
ment. 


Lists showing the name, title and grade of each employee com- 
prising a particular organizational segment, with the principal 
duties and responsibilities of each employee summarized 
thereon. 


Memoranda of discussions held with the head of each organiza- 
tional segment, summarizing his views regarding the following: 
1. The extent to which the unit is operating in a manner dif- 
ferent from that authorized, and the need for obtaining 
approval of any deviations which have been put into effect. 


to 


. Recommendations for changes in the methods and pro- 
cedures. 


3. The adequacy of instructions in prescribing methods, pro- 
cedures, reports, forms and records to be used in performing 
the prescribed duties; and the reasons for the use of such 
methods, procedures, reports, forms and records. 


4. The adequacy of the written instructions issued by the local 


management for the purposes of implementing home office 
instructions. 


5. The placing of responsibility for initiating recommendations 
to the home office regarding suggested changes in the local 
organization, policies, standards, methods, forms and pro- 
cedures. 

6. The adequacy of delegated authorities, staff, space and facili- 
ties. 

7. The existence of any backlogs of work. 

8. Major problems encountered in administering and discharg- 
ing his duties and recommendations with regard thereto. 
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E. Memoranda covering discussions with operating and super- 
visory personnel under the section head relating to the docu- 
ments and records which those employees, initiate, review, 
maintain, or otherwise use in the course of carrying out their 
duties. The manner in which each duty is performed, should 
be compared with the manner in which it is expected to be 
performed, as reflected by written instructions. 

In addition to the above, these memoranda should cover 
discussions with employees pursuant to the following audit 
procedures: 

1. Each employee should be given an opportunity to express 
himself on the matters enumerated above, as they affect the 
organizational segment to which he is assigned. 


to 


. The auditor should endeavor to detect any important re- 
spects in which a duty is not being effectively performed. 
The auditor should strive to ascertain whether the employee 
fully understands his assigned duties, has a good working 
knowledge of the pertinent instructions, and is properly 
appreciative of the interrelation of his operations or records 
with those of other employees and of the elements of internal 
check which those interrelationships provide. 


3. If the employee has supervisory responsibilities, the auditor 
should observe the manner in which he directs the personnel 
and administers the work under his supervision, with par- 
ticular regard to: 


Training—Does he orient and train new employees and keep exist- 
ing employees informed of changes in prescribed methods and proced- 
9 
ures? 


Instruction—Has he issued necessary written instructions to his 
staff? 


Standards—Has he established appropriate standards of perform- 
ance by subordinates? 


Review—Does he measure performance by subordinates, and ascer- 
tain that they are carrying out their duties in accordance with instruc- 
tions? 
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Control—Does he employ devices to make sure that his subordinates 
do the things they are supposed to do at the times they are supposed 
to do them? 


Assignment—What factors does he consider in assigning work to 
subordinates? 


Backlogs—How does he keep himself informed of backlogs develop- 
ing in the work of his segment? 


Peak-loads—Does he shift personnel skillfully to take care of recur- 
ring peak-loads of work, and in a manner which does not result in loss 
of internal control over, or undue interference with, continuing opera- 
tions? 


Reports—Does he require and properly utilize reports from subord- 
inates which are necessary for him to administer the work of his seg- 
ment? Does he require reports which are not necessary or which are 
not properly used? 


Morale—And last, but not least, does he take appropriate steps to 
foster good morale among his staff? 


In summary, the primary objective of the above-outlined survey 
is to evaluate compliance with, and the adequacy of or necessity for, 
prescribed procedures, methods, and records. In the course of conducting 
the survey, however, the auditor is also responsible for learning about 
any significant deficiencies in the manner in which the office operations 
are carried out, as well as many opportunities for improvement in the 
effectiveness, efficiency or economy of those operations. 


Finally, the internal auditor should include a review of separations 
to learn the reasons why certain employees having several years’ service 
were suddenly dismissed. Such a procedure might lead to the detection 
of a weakness in internal check and might even lead to the saving of an 
employee who is potentially a valuable asset to the company. 





No folly is more costly than the folly of intolerant idealism. 


—WINSTON CHURCHILL. 








PERSONAL EXPERIENCES IN 
INTERNAL AUDITING* 


By J. A. GLENN 


Assistant Manager, Disbursements Division, E. |. duPont deNemours & Co. 
Wilmington, Delaware 


Students of accounting and business administration who consider 
entering the profession of internal auditing, naturally want to know the 
answers to questions such as: will it give me a chance to express my 
individual personality? will it give me a feeling of accomplishing some- 
thing worthwhile, and of being an articulate member of a team? will 
it help to develop my administrative, as well as technical, capabilities? 
is it a field where I can begin to realize my social and material ambi- 
tions? where can I go from there? 


Mr. Glenn indicates the answers to questions like these in a very 
personal way: by describing the kinds of experiences he himself had 
during his first five years as an internal auditor. 


HE experiences which I shall relate cover the first five of some 

sixteen years of my internal audit activity. The later years were 
spent in the administration of internal auditing; they were the out- 
growth of those first five working years when I, with suitcase and brief- 
case in hand, represented to managers of plants, sales offices, stores, 
warehouses, etc., that I was an auditor—an internal auditor. 


An internal auditor is a delegate of the principal officer in charge 
of the accounts; it is the auditor’s commission to go into all departments 
of the company’s head office, plants, sales offices, and stores and ascer- 
tain the validity of the accounts in each department, the adequacy of 
internal check and control, and appropriate safe-guarding of the assets. 
The auditor is the mobile and versatile instrument that must carry out 
this essential appraisal activity. Here, then, is the internal auditor’s 
place on the team. What other departmental unit of a company enjoys 
such a privilege? It is a privilege which of course is inseparably bound 
to a correspondingly important responsibility—a responsibility to fur- 
nish internal audit service that is consistent with the highest levels of 
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the profession, audit service that keeps pace with the company’s devel- 
opment. 


You may wish to know more precisely what I and my associates 
did; whom we contacted; what we accomplished. Did the work fulfill 
our desire for individuality and expression of personality? Did it give 
us a feeling of doing something worthwhile, of being needed, of being 
a distinct and articulate member of the corporate team—in addition to 
being a member of the Treasurer’s staff? All of us ask ourselves these 
questions endlessly because our work usually is the main tool for devel- 
opment of our personalities and for realization of our social and material 
ambition. 


We audited branch sales offices employing a few people, and large 
regional sales offices having many employees; small acid and explosives 
plants and very large plastics, organic chemicals, textile, and heavy 
chemicals plants; construction projects; retail stores; laboratories, also, 
royalty contracts, sales and purchase contracts, advertising contracts, 
public utility contracts, and consignment agent agreements. 


We inventoried large and small warehouse stocks; we encountered 
and investigated major frauds, some of which necessitated our appear- 
ance as witnesses before grand juries. We worked with all levels of the 
corporate family of employees, and in addition had the opportunity to 
visit and observe operations of other companies. 


Of necessity, we had to keep abreast of over-all company policies 
established by the Board of Directors and by its committees, particu- 
larly those of the Executive and Finance Committees covering such 
matters as expenditure authorizations, welfare plans, and the like. 


We missed trains, were rejected from consignment agents’ premises, 
and lost important parts of our clothing taking acid inventories on windy 
days. We also attended golf tournaments, clam bakes, etc.—this is the 
frosting on the cake. Very frequently we were lonesome and homesick— 
each departure from home brought sorrow—these are the occupational 
ills of the traveling auditor. 


Now why do I regard those early years of primary audit service as 
basic in the development of a balanced knowledge of the corporation? 
Because they yielded useful knowledge of the physical anatomy of the 
company—its plant and its people—the sinews and the heart of the 
corporation. Those years impress me now with their importance because 
we learned about our products; products produced by the batch method, 
such as dyes; products produced by continuous process, such as film 
and textile fibers; and highly engineered components which are mechan- 
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ically assembled to form the finished product, such as plastic articles, 
sporting arms and ammunition. In the text books and at the universities, 
these production techniques are described, but crystallization of theories 
into comprehensive knowledge—knowledge that is retained—really 
takes place in the factory. 


We recognized more and more the economic need and scope of the 
company’s products. We got the “feel” of the company’s business; we 
could fit the pieces together in their proper relationship. Instead of 
being merely a statement of account balances, the items on each plant 
trial balance took on a comprehensive meaning; they were definite 
members of working capital which we had seen, smelled, felt and veri- 
fied throughout the plant. 


Effective discharge of our responsibilities forced us to have an 
extensive knowledge of the major manufacturing transactions and of the 
detailed procedures pertaining to purchasing, receiving, timekeeping. 
order control, storage and shipment of products, reporting of consump- 
tion, disposition of by-products and other salvage materials and many 
other auxiliary services such as cafeteria and country club operations 
and village maintenance. 


Dealing with all levels of the corporate family, our franchise per- 
mitted us to utilize and exploit to the fullest those “six honest serving 
men—what, where, when, who, why, how’—tools that enable the 
auditor to dig out a “well stream” of knowledge about his company. 
Again—what other departmental unit of a company enjoys such scope 
and freedom for exploitation of these tools? 


We dealt with the plant manager and his staff: the production 
manager, maintenance engineer, service manager, chief clerk or control 
manager, storekeeper, foreman, receiving and shipping clerks. 


There is a fine feeling of accomplishment when, at the conclusion 
of a plant audit you sit across the table from the plant manager and 
one or more of his staff—men who are expert in their respective areas 
of responsibility—and review with conviction the results of your work, 
including corrective measures recommended, believing that you have 
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tested just about every phase of activity at that location. This is no small 
responsibility and it’s no small achievement; each such experience 
develops self-confidence and stimulates the growth processes of the 
individual. 


Sales offices carry on the merchandising branch of the business 
and are the important links between factory and customer. We acquired 
a comprehensive knowledge of invoicing procedures, sales contracts, 
price schedules, returns and allowances and salesmen’s expense reports. 


Exposed to the conversations of the salesmen, their expense and 
trade reports, we learned who their principal customers were, their 
competitors, credit limits imposed, some of the stresses and strains that 
salesmen experience, some of their philosophies and techniques. 


We audited subsidiary companies—foreign and domestic. 


At the home office we reviewed major transactions that are cen- 
tralized there; e.g. advertising expenditures, to ascertain that they 
appeared valid and in accordance with approved appropriations for the 
respective projects. By sampling, we audited performance under our 
larger purchase contracts; we audited expenses of the various non-oper 
ating or auxiliary departments in the home office, including the various 
divisions of the Treasurer’s Department. 


We also learned that all the brains were not in the home office. 
At the various plants and in the sales offices we encountered men of 
purpose and capacity, men who came to grips promptly and thoroughly 
with problems, men who possessed keen ability to evaluate the magni- 
tude of a problem and utilize their staffs effectively in reaching a solu 
tion. Many of today’s leaders in the home office emerged from these 
field locations. Their successors of tomorrow are today working their 
way North, South and East. I believe we auditors learned much from 
them. 


So you can see why we had a right to feel that we were a part 
of the manufacturing group, the construction group, the sales group; 
and, in addition, representatives of home office management functioning 
as emissaries of the Treasurer and aiding the overall team operations. 


Of course, there are many periods when audit work is of a routine 
checking nature, and during these periods it is sometimes an effort to 
keep alert; it is on these occasions that discipline is important lest you re- 
lax your vigilance and overlook transactions that require further explor- 
ation and investigation and might result in discovery of major waste or 
even fraud. Everlasting vigilance is the watchword of the auditor. His 
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reputation is gained by consistently thorough and skillful work. The 
service is highly personalized and each auditor earns a label—good, 
mediocre or bad—in the eyes and minds of those whose work he has 
audited. 


Apart from the diversified industrial and procedural knowledge 
and audit skill, what else does one get from an experience in internal 
auditing? I suggest it is this: You are abruptly faced with the need for 
self-reliance. Individual capacity is spot-lighted—and most of us have 
a restless urge to test our individual capacities. Challenging problems 
have to be solved by patience, tenacity, exhausting mental effort— 
“last ditch effort” many times. These attributes or tools have to be 
developed by self-discipline. It is the ceaseless, disciplined effort and 
will that penetrate the barriers which ceaselessly challenge your efforts 
to comprehend and resolve the more complex transactions and prob- 
lems encountered. It is this kind of courage and ingenuity on major, 
knotty matters that win recognition and reward. Personal confidence 
fecis upon successful prosecution of these recurring challenges and indi- 
vidual growth is directly influenced. 


Does internal auditing provide sufficient challenge to ambitious 
young men who wish to test their individual mental capacities, their 
nerve, their resourcefulness, their will? I believe it does provide above 
average challenge and corresponding opportunity. 


There is excitement in the work. Each job is an adventure. Each 
locality yields knowledge. There is action. There is variety. You seek 
out the transactions at their source—where they occur—indoors and 
outdoors. I believe it is a more vigorous occupation, mentally and 
physically, than most other branches of accounting work in a large 
corporation. 


You may ask, “Is internal auditing an end in itself?” Where does 
one go from there? The nature of the experience that I have described 
shows the broad scope of business transactions that are the work garden 
of an internal auditor. His training by no means limits him to higher 
accounting work, however. If he excells as an internal auditor it is very 
likely that he has developed a high degree of proficiency in accounting. 


The progress of qualified internal auditors depends upon many 
factors: the prestige enjoyed by the internal auditing department; the 
capacity, vigor and character of the chief auditor, his philosophy with 
respect to movement of his men onwards and upwards. As in most all 
endeavors the individual auditor’s progress is directly influenced by the 
impact of his demonstrated capability and his personality and how much 
of himself he gives to the job. 
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Preservation of personnel quality in the internal audit department 
presupposes a program of rewarding competence, encouraging confi- 
dence, and combating complacency. This formal program, however, is 
frequently surpassed by the success that “quality” itself, normally and 
naturally begets. By this I mean that if the auditing department renders 
top quality service, the department and its personnel will be respected. 
Department managers who highly regard the departmental staff stand- 
ards will tap, for positions of higher responsibility, that reservoir of 
competent auditors. Transfers of capable men to other departments and 
positions of higher responsibility are not only appropriate reward for 
good work, but also indispensable incentive to the men—and such incen- 
tive is necessary in the development and maintenance of good morale. 
Moreover, proper promotion of top level men prevents staff decay, com- 
bats complacency and produces renewed vitality. 


In sports, football in particular, the coaches seem to agree that there 
is the psychological point in a game when a team achieves command of 
the situation; even we on the side lines can sense it. In the case of the 
internal auditor the gamut of complexity and variety of engagements 
becomes fairly well exhausted at some point. The psychological point 
of declining interest will differ depending upon the ambitions and quali- 
fications of the auditor and the variety and complexity of the audit 
work offered by the company. However, at some point during the crest 
of interest and attainment of confidence and technical skill the time 
is reached when, for the good of all concerned, the auditor should be 
moved on to a position where he may put to increased use the knowledge 
and experience gained to date; where he will encounter fresh challenges 
that will test his capacities. 


To the query “where can the auditor go from there?” I can only 
reiterate his qualifications; these suggest to me that his opportunities for 
advancement should be many. If we summarize the portrait depicted 
herein, the internal auditor’s opportunities are these: 


1. His scope of work embraces just about every area of company 
activity and require that he attain a comprehensive grasp of 
the underlying transactions. This is the auditor’s “well stream” 


of knowledge. 


to 


His exposure to various people in various places concerning a 
variety of things improves his tact, resourcefulness and person- 
ality. 

3. Factual accuracy, fair and impartial evaluation and presenta- 
tion of the facts must underly his decisions—decisions that must 
withstand the challenges of all whom he serves. 
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4. Articulateness—particularly skill in writing—is developed. 


Do not these resources, attributes and qualifications fulfill most 
administrative and executive requisities? I believe they do. 


I’m inclined to regard internal auditing as a post graduate course 
—perhaps a three to five year course—in general accounting and busi- 
ness knowledge, the “tuition” for which is paid by the company; the 
“tuition” is in the form of transportation costs, meals, lodging and related 
travel expenses. The company’s investment consists of salary plus these 
travel expenses during the training period. 


The internal auditor-trainee or “student” is sent, not to just one, 
but to many “graduate schools” in the form of plants, sales offices, con- 
struction projects, etc., each of which specializes in a particular industry 
or field of business. 


The company’s “return” on this investment is a most important 
responsibility of the chief auditor. Realization of a good return on this 
investment requires that he be alert and responsive to the development, 
maturity and psychological “interest curve” of individual members of 
the audit staff. 


I place a high value on internal audit training and experience and 
to those of you prepared to fully exploit such an attractive “scholarship” 
I heartily recommend it as a stimulating and lively challenge. 








LET’S IMPROVE OUR REPORTS 
AND LETTERS’ 


By DENNIS MURPHY 


Consultant, Service Pipe Line Co., Tulsa, Oklahoma 





There are many things we can all do to make our reports more 
effective, but most of us could make a good start if we (1) think before 
we write (2) use simple words (3) keep our sentences short, and (4) 
above all, avoid the passive voice. 





RITING is a craft to convey meaning and is therefore a form 

of communication. We never write merely to be writing; we 
write to somebody. Our only purpose is to produce some desired effect 
upon our reader. Fiction appeals to his emotions; non-fiction, to his 
understanding. Business writing is non-fiction. In it we usually write to 
inform, direct, persuade, impress, or awaken our reader. If he doesn’t 
understand, the writing is a failure; if he is left confused, the writing 
is ambiguous and defective; if he has to grapple with every sentence 
and waste time in getting the meaning, the writing is inefficient. The 
test of all business writing is whether it produces the desired results 
efficiently. There is no other test. And the reader, like the customer, is 
always right. 


Then why do accountants, engineers, lawyers, and other business 
writers use pompous words, long involved sentences, and a dull heavy 
style? Bad writing is like being too fat: people grumble and complain 
about it but do very little to remedy the condition. Readers of most 
reports and letters know something is wrong but don’t know just what 
it is. This paper tries to show exactly what it is and what we can do 


about it. 


We've all read that the Gettysburg Address required only 266 
words; the Ten Commandments, 297 words; the Declaration of Inde- 
pendence, 300 words; and the OPA order to reduce the price of cab- 
bage, 26,911 words. This is no joke, it is a crime. Words can hide a 
multitude of sins. Look at this sample of government writing: 
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Unless the Office of Price Administration or an authorized repre- 
sentative thereof shall, by letter mailed to the applicant within 21 
days from the date of filing application, disapprove the maximum 
price as reported such price shall be deemed to have been approved, 
subject to nonretroactive written disapproval or adjustment at any 
later time by the Office of Price Administration. 


We read this 60-word sentence two or three times but still can’t under- 
stand it. What’s wrong? Clearly it’s the writing or the reader. Here’s 
the way it was rewritten for an OPA trade bulletin: 


You must wait three weeks before you can charge the ceiling price 
you applied for. OPA can always change that price. If they do, they 
will write you a letter. 


In half the words and three short sentences, it’s now in plain, every- 
day language. These are keys to easy understanding—short sentences 
and plain, everday words. If we use simple words and write naturally, 
we make communication both easy and pleasant. 


Let’s look at an actual example of writing in the oil industry: 

In emergencies, prepare Form 134 in the same manner as directed 
under A, above, and forward it to the SM&M Section on any work 
day; or, at locations outside the General Office, if the emergency 
necessitates shipments from the General Office on the same day as 
that on which the requisition is being made, telegraph or telephone 
(as appropriate) the requisitions of the location to the supervisor 
involved at the General Office, who will prepare Form 134 covering 
the telephone or telegraph request in the same manner as directed 
under A, above, forwarding the last copy to the location originating 
the request, and all other copies, to the Comptroller, ‘Attention: 
SM&M Section.’ 


Here is a whole instruction letter in one sentence of 111 words. But 
when one sentence tries to do everything, it fails completely. Needless 
repetition and emphasis on the process instead of on the employee bog 
the reader down. Breaking it up into five short sentences cuts out about 
half the deadwood and brings in the reader, who both understands and 
likes it. 


In emergencies, prepare Form 134 as shown in A, above. Send it 
to the SM&M Section on any workday. For shipments on the same 
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day, you should telegraph or telephone to the supervisor involved 
at the General Office. He will prepare Form 134 covering your 
request. He will send you the last copy but send the Controller all 
other copies, marked Attention: SM&M Section. 


Again, in business a supervisor out in the field comes into the main 
office. The manager greets him cordially: “Why, hello, Jim. It’s good 
to see you; how’s everything out in Centralia? You’re married? That's 
swell. Have a cigar, old man, and how about lunch with me today? 
Fine.” Ten days later the manager writes to Mr. James Smith: 


Dear Sir: 


Regarding the inquiry concerning Order F-407 of the 12th inst., 
please advise regarding approximate date of disposition of material 
in accordance with instructions as per October 2. 


Thus a warm-hearted manager becomes a cold and formal rubber- 
stamp, a different person entirely, the minute he starts a letter. Why 
should he turn into a stuffed-shirt? Writing is a natural means of com- 
munication, like walking or talking. If only he would write as he talks— 
simply and clearly! 


HOW DO WE GET THAT WAY? 


These samples of communication in business, industry, and govern- 
ment are not exaggerations. They are typical. Our commercial, indus- 
trial, professional, and governmental writing is shot through with stilted 
jargon of the worst kind. When it isn’t flowery, it ponderous. When it 
isn’t filled with hackneyed trade terms, it’s cluttered up with verbs in 
the passive voice and a constant beating-around-the-bush with words. 


Yet these very same business men have a practical, down-to-earth 
approach to their problems. They desire, above all else, efficiency. In 
their work they cut through irrelevant details to arrive at workable 
decisions. In their common sense, they are almost uncanny with 
analyses that lead to results. But often when they write anything— 
reports, letters, or memos—they deviate, repeat, and effervesce. They 
get all balled up, fail to come to grips with their ideas, and seldom hit 
the nail on the head squarely—much less clench it! It is ironical that 
men so progressive and productive can come up with writing so out- 
moded and wasteful. 


One reason for all this poor writing is tradition. We inherited it 
from the nineteenth century when our ancestors (God rest them!) 
chose to say “exterminate the illumination” for “put out the light.” A 
hundred years ago it was the custom to speak of “pedal extremities,” 
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“unmentionable social diseases,” and “passed away into the Great 
Beyond.” Queen Victoria is often credited with setting the vogue of soft- 
pedaling the blunt truth with pussyfooting expressions. Yet they are 
handy in taking the cruel edge off an unpleasant fact. If we wish to 
be evasive, we may find them useful. The twentieth century, however, 
is one of scientific truth and accuracy. For better or worse, our age 
has outdated ornate frills and brought in a simplicity shown by our 
streamlined architecture, trains, automobiles, furniture, clothing, 
machinery, etc. And it has ushered in a style of writing that is simple 
and functional. Why hasn’t business writing kept pace? 


Another reason for bad writing is a desire to impress with showy 
language, especially when there is little to say. This pose works on a 
few who know no better, but most people are not gullible. They can 
smell artificiality a mile off and detect it right away in the politician’s 
speech, the minister’s sermon, the professor’s lecture, or the business 
man’s letters and reports. “One never-failing sign of pedantry is the use 
of words that are bigger than necessary,” says John Mantle Clapp in his 
book, Accountants’ Writing. Long words are not objectionable because 
they are long, and often a long unusual word is just right. But when 
they pile up, they detract. Any way of writing is bad if it diverts from 
the idea and cries for attention to itself. Showy language, like flashy 
dress, is in bad taste. Our English language is basically one of plain 
short words. The elegancies of unfamiliar words and figures of speech 
have today been relegated to the attic with grandma’s side-saddle and 
hoop-skirts. 


A third reason for poor writing, of course, is fuzzy thinking. If 
a man can’t think straight, he can’t write straight. He will use and mis- 
use a great number of words as a smoke-screen. Then he confuses and 
confounds his reader—but not for long. Words can never make up for 
the absence of thought, and any reader knows when he’s being bam- 
boozled. Much of our business writing, too, is done jointly by many 
writers and cleared by many departments, where each author puts in 
his two cents’ worth. Each one writes differently and wants every quali- 
fying detail included and worded exactly as he words it. But too many 
cooks spoil the broth, and the net result is a hodgepodge that sounds 
like a lot of fuzzy thinking. The resultant mess is faulty communica- 
tion, although each individual responsible for it is really a good thinker. 
No one has any pride of authorship, and no expert has simplified the final 
version. Can it be that we overlook the importance of editing our work? 


WHY OUR WRITING IS HARD TO READ 
Some people believe that a stricter adherence to correct grammar, 
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spelling, and punctuation will achieve the clear simple writing we 
desire. This is a mistake. Good grammar, spelling, and punctuation are 
always necessary, but they are not the causes of unreadable writing. 
The chief causes are repetitions, trite and pretentious words, tangled 
word order, too many adjectives and adverbs, weak verbs, long variants 
of nouns, and the passive voice. This passive voice [“John hit the ball” 
uses active voice; “The ball was hit by John” uses the passive voice] 
leaves the writer talking to a blank wall instead of to somebody. 


Are you one who thinks all business writing must be impersonal 
and legalistic? Why should it be? What do we gain by writing “it is 
suggested” instead of “we suggest”? When our purpose is to put across 
an idea clearly and quickly, we don’t need a sentence that will stand 
up in court. What is gained if a man writes the long way around—but 
loses his reader? 


Let’s take a simple example. A sports writer reporting a baseball 
game writes: “Koslo struck out Musial, ending the game.” This tells 
who does what. If we follow the rules that shackle business writing, the 
report would read something like this: “The contestation was termin- 
ated when three strikes were thrown by the pitcher to the batter.” 
Twice as many words and the stress is on the game, an abstract thing, 
instead of on the players, human beings. It is awkward, indirect, and 
dull because it avoids the active voice and uses the passive. How long 
is business going to remain passive? The obvious basis of communica- 
tion in any human activity is to tell who does what, first of all, then 
tell where, when, why, and how. The logical way is to use the active 
voice. Recently an article called “The Language of Business” in Fortune 
deplored the overuse of the passive voice: 


Almost invariably, business-ese is marked by the heavy use of the 
passive construction. Nobody ever does anything. Things happen 
—and the author of the action is only barely implied. Thus, one 
does not refer to something, but reference is made to; similarly, 
while prices rise, nobody raises them. 


Three forces have entrenched the stereotyped passive voice and 
third person in our writing. (1) Conventional textbooks for generations 
have taught us to write reports in a formal, impersonal style. Instead 
of “we completed the experiment” we were drilled to write “the experi- 
ment was completed.” Natural but colloquial expressions like “a good 
deal of” and contractions like “aren’t” were taboo; yet we were taught 
that a good report should sparkle with the writer’s personality. As these 
formal reports turned out, all our writers sounded like pretty dull and 
lifeless fellows! (2) The old style of report writing developed, too, from 
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the technical writer's modesty and unwillingness to inject himself into 
his report. Humility is, of course, an admirable trait. But it need not 
be carried so far as to produce inefficient writing and hard reading. 
Besides, much of it is a convention, a false-modesty. Truly great men 
prefer a simple way of writing. Lincoln is a striking example. (3) In 
most business writing the author is writing for someone else—his 
employer, the board of directors, or the firm itself. It is easier to achieve 
uniformity by using the stereotyped third person, and it is safer because 
he does not have to assume the responsibility for his statements. He is 
an author without any authority. Yet this setup, necessary as it now 
seems, often leads to a lot of evasive trade terms and a deadening uni- 
formity. 


TECHNICAL REPORTS 


The United States Department of the Interior publishes a booklet 
called Suggestions to Authors that gives many excellent tips on writing 
reports, especially geological reports. This pamphlet states: 

An author should determine at the outset of his work on a report 

whether he will write it in the first or in the third person. Both “I” 

and “the writer” should not be used indiscriminately. The first 

person is more straightforward than the third and if not overused 
is no less modest or becoming; moreover, it prevents the ambiguity 
that may occasionally arise where “the writer” may be taken to 

refer to some other writer who has just been mentioned .. . 


The General Accounting Office in Washington issues a pamphlet 
called Suggestions for Improving the Language of Audit Reports by 
Laura Hunter, report editor of the Corporation Audits Division. It 
encourages the you-and-I style for reports by saying: 

Much has been written about Government gobbledygook—the Gov- 

ernment’s way of putting things in the dull, unnatural third per- 

son, impersonal “it is believed,” “it is requested,” “attention is 
invited.” The modern business world, which makes efficiency its 
prime objective, ridicules this manner of speech—and rightly so. 

We in Corporation Audits Division are free to say “we have made 

an audit.” “we recommend.” Let us make the most of our liberty. 

If we can make a contribution toward ridding Government docu- 

ments of this round-about, outlandish, illiterate way of saying 

things, we shall have made a contribution toward efficient Govern- 
ment. 


Robert L. Shurter, of Case Institute of Technology, has an excellent 
article entitled “Let’s Take The Straight Jacket Off Technical Style” 
in a recent issue of Mechanical Enginecring.. He puts it this way: 
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Engineers can begin to break this straight jacket by doing two 
simple things: (1) Start using personal pronouns. (2) Write in 
the active voice instead of the passive. Actually, these instructions 
are identical, because you can’t personalize without using the 
active voice, and you can’t use the active voice without getting a 
few personal pronouns in your reports. 


Professor Shurter also blames the editors of professional journals for 
hog-tying their young contributors with the formal tradition of wasteful 
words and stodgy pedantic phrases. He goes on to say: 


I have learned that business executives, generally, do not want any 
“special style” for report writing and that engineers write, not only 
for engineers, but for readers who are salesmen, lawyers, account- 
ants, personnel men, and for members of the advertising, operat- 
ing, and purchasing departments. The one quality all these people 
have in common—other than the fact that they all work for the 
same company—is that they are all human beings. And as one 
top-flight executive remarked, “I don’t care about anything else 
in a report as long as it is accurate, concise, and sounds as if it had 
been written by one human being for another—which most of our 
reports don’t.” 


Many engineers think they will sacrifice accuracy if they personalize 
and write the way they talk. But the chances are they'll be a good deal 
more accurate and concise because they'll be using a style they would 
naturally use instead of one they think they ought to use. 


Robert Littler, of the San Francisco Bar, writes about legal prose 
in an illuminating article called “Reader Rights in Legal Writing.” 
Among many other things he says: 


Tax prose is notoriously bad. It seems to be an occupational char- 
acteristic .. . Words and sentences are the chief tools of the lawyer. 
He writes statutes, regulations, decisions, bulletins, contracts, trust 
indentures, wills, opinions and sometimes law review articles . 
They say that some subjects are so technical you cannot write them 
clearly. This is the apology of the tax lawyers. Nonsense. It is a 
confession of incompetence. With proper skill and application any- 
thing can be made clear to anybody. 


All these authorities are united on one fact. They agree that geclo- 
gists, accountants, engineers, and lawyers can write a more readable 
report if they use the active voice and personal pronouns. The same can 
be said of all others who write business reports, letters, and memor- 
andums. 
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INCOMPLETE BUSINESS REPORTS 


Many writers in business are asked to study a problem and present 
solutions for it. Executives want this only in finished form so that all 
they need to do is to approve or disapprove of the completed work. This 
method of writing up a report, letter, or memo is used in branches of 
our military service and called “completed staff work.” Certainly this 
method would prove useful in many business companies. 


It works like this: the staff writer investigates the problem by 
making a thorough search and research on it. He thinks through it 
until he knows all its advantages and disadvantages. The more difficult 
the problem is, the more prone is the writer to run with it piece-meal 
to his manager or boss to discuss the perplexing details. This is exactly 
what the writer should not do. He should consult all available sources, 
both persons and records, and write his report as “completed staff 
work” even though there is only one copy in rough draft. But he should 
study, write, restudy, and rewrite until he has evolved a single pro- 
posed action—the best one of all he has considered. Completed staff 
writing means more work for the employee, but more freedom and 
fewer headaches for the chief executive. He is protected from half-baked 
ideas, from time-consuming volumes of details, and from immature 
oral discussions. 


Completed staff writing results in a report that presents first its 
short summary with comments and recommendations. No matter how 
technical the body of the report is, this summary should be clear and 
readable to the non-technical executive. The chief needs only this 
before he acts; if he wants more explanations and details, he will ask 
for them. If the synopsis is not supported by data, the work is not com- 
pleted. A good report is the best way to sell an idea, and the test of it 
is this: if you were the executive, would you be willing to sign it and 
stake your reputation on its being correct? If you wouldn’t take the 
report back and work it over. It is not yet completed. 


COSTLY BUSINESS LETTERS 


Each business has its own brand of gobbledygook for routine letters, 
but many companies are growing writing-conscious. They realize they 
can save time, money, and annoyance by writing letters in clear simple 
English. They are now beginning to hire writing advisers, consultants, 
or managers to make their correspondence friendly, readable, and to the 
point. 


After about ten years of consulting, Richard H. Morris Associates 
came up with these conclusions, printed in Business Week: 
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Only one person in 50 has a natural talent for letter-writing. 
Businessmen write 10% to 15% more letters than would be 
necessary if they had been clear and explicit in the first place. 
At $1 to $1.25 cost per letter, that runs into money. Most letters 
are 30% to 60% longer than they'd be if stereotyped words and 
phrases were eliminated. Many opening paragraphs are super- 
fluous, and far too much time is taken to acknowledge, “advise,” or 
tell the reader what he already knows . . . Many of the poorest 
letters are found over the signatures of high executives. 


The Mutual Life Insurance Company has streamlined its writing 
since 1942 through a full-time staff member who holds both courses 
and conferences with its letter writers. Despite an increased volume of 
business, the company reduced the number of its letters by 8,000 in two 
years, from 1949 to 1951. The average time to answer letters was cut 
from ten days to three days. Letters were shortened about one-fourth 
and repeat letters of explanation sharply reduced. Mutual estimates that 
its program, affecting about 175,000 letters a year, saves the company 
between $80,000 and $100,000 annually. 


One terrible ghost that haunts most of our business letters is that 
of trying to do too much in the opening paragraph. The first paragraph 
should set up the problem clearly and concisely; then each succeeding 
paragraph should tackle the separate points of the problem either in 
the order they have been asked or in the order of their importance. 
When we try to describe, explain, and ramify in the opening sentence, 
we are certain to end with a one-sentence paragraph that is involved and 
hard to read. The first sentence should state quickly the purpose of 
the letter. That and nothing more. The first and last sentences should 
always be complete statements, not participial phrases. 


We should ask ourselves a few questions about the finished letter: is 
it clear, complete, concise, correct, and courteous? These are the five C’s. 
An excellent letter, too, will sparkle with personality and sing with a 
rhythm that is easy on the reader’s inner ear. It will be free from per- 
sonalities, anger, sarcasm, bluster, ridicule, or possible hurt. One good 
way to achieve naturalness is to imagine the reader seated before us 
and talk to him. It’s easy to visualize even a reader we have never seen 
or may never see—if we have any imagination. Remember that we 
never write merely to be writing; we write to somebody. 


The final tests of a good letter, of course, are these: does it carry 
the ideal spirit of our firm? will it win and hold good will for us? would 
we be proud to show it to the head of our company? 
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HOW TO WRITE BETTER REPORTS AND LETTERS 


(1) Let’s have something definite to say before we ever begin to 
write. Let’s get our ideas corralled into concrete points and then put 
them in order. If we turn any problem over in our mind, before long 
the parts begin to crystallize. Often it helps to talk things over with 
someone. If we clarify our ideas beforehand and have separate points 
we wish to make, we'll find our writing comes much easier. Sometimes 
we're so pressed for time we can’t think things through or talk them 
over with anyone else. But if we just start writing and hope that some- 
how we'll come out all right, we are likely to wander and repeat and get 
all muddled up. If we do, even that good idea may sound half-baked. 
It is true that writing and rewriting help to clarify our ideas, but we 
should always think first—before we ever put pencil to paper. And 
keep on thinking while we write! 


(2) Use simple words. But let’s make sure they are the right words 
and do precisely what we want done. Let’s not compromise by using 
vague blanket words like concern, affair, operations, etc., when we can get 
closer to our idea. One specific word is worth three general ones. Remem- 
ber that words are your workers; make them do your exact bidding. 
Fire the loafers that do nothing but get in the way. Fire half a dozen 
weak words if one strong one can do the job. “He shuffled down the 
street” is more effective than “He went very slowly down the street.” 
Many a man will manage his department of twenty or thirty men 
with skill and efficiency, but mismanage his writing by allowing some 
words to tyrannize over him, some to detract from the work, and still 
others to “fight” and demoralize the writing. Short simple homely words 
are the best workers. Words are living helpers, not dead entities; each 
word has its own character and reputation, but we should make them 
do what we command. 


(3) Let’s keep our sentences short. They should not average over 
20 words. This doesn’t mean that every one must be primer-like and 
sound childish, for nothing is more monotonous than a series of short 
choppy sentences. They sound like a riveter with the same rat-a-tat-tat. 
This doesn’t mean that a 40-word sentence is poor if it is well knit, 
runs along smoothly, and is easily understood. We may need to use 
unusually long sentences, but let’s follow several of them with a short 
crisp one. Vary the lengths, but keep the average below 20 words. A 
short sentence wakes the reader up and carries a punch at the end of 
a paragraph. It’s like the cherry in a Manhattan. 


(4) Try using the active voice instead of the passive. That will 
bring personal pronouns into our writing and help to humanize it. It 
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causes the reader to feel that he’s as good as the writer, that he’s not 
being talked down to. Business companies the country over are proving 
with emphasis that they are democratic forces of the people, by the 
people, and for the people. Our business world is made up of active 
going industries, not dead ones. Let’s make our writing more active 
and progressive to keep pace with other improvements. 


WHY SIMPLIFY OUR WRITING? 

(1) Simplified writing makes communication more efficient. Each 
of us becomes a more articulate citizen when we write in clear simple 
words. Euripides said that “the only slave is he who cannot express his 
thoughts.” Trying to simplify our language, we come to closer grips 
with our ideas and become clearer thinkers. We save our readers many 
doubts and many confusions. When we complete our staff writing 
before submitting it to the man above, we save him a lot of work and 
trouble. Many firms wisely spend large sums for better telephone, tele- 
graph, and radio communication systems; but they should never forget 
the constant need for better writing, the commonest form of com- 
munication. 


(2) Simplified writing saves the company both time and money. 
This is an important material view to take. Let’s illustrate. Suppose 
it takes a staff writer three hard-spent hours to rewrite an instruction 
letter that goes out to 1000 employees. Suppose it saves each of them 
only five minutes to read it and understand it correctly. Simplified 
writing means not only that each sentence can be understood, but that 
it cannot possibly be misunderstood. This directive, then, saves 5000 
minutes or over 83 man-hours for the company. Thus it has cost three 
hours in the main office to save 83 hours among all the workers. Figure 
that out in actual dollars and cents saved on thousands of pieces of writ- 
ing each year, and we see why progressive firms are beginning to hire 
writing advisers and consultants. 


(3) Simplified writing promotes better industrial relations. After 
all, every business company is made up of men and women working 
together toward some common goal. Our firm’s greatest achievement 
depends upon every worker’s doing a useful and needed task smoothly. 
In our writing we must always consider our reader, the other fellow, 
whether he is the humblest or the highest. We can’t look down our 
noses and write like snobs. We can’t lord it over and write like dictators. 
We can’t bellow out a lot of words and write like fools or windbags. 
Clear simple writing is democratic writing because it’s the only kind 
that everybody can understand. Our business writing must reach every- 
body. As the New York News used to instruct its reporters, “Tell it to 
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the Sweeneys and the Stuyvesants will understand, but tell it to the 
Stuyvesants and the Sweeneys may mever understand.” Simplified 
writing helps to eliminate differences, controversies, and misunder- 
standings that arise from language that is confusing. Many conflicts 
and disputes, even strikes and wars, often arise from language that is 
obscure and misleading. Simplified writing is a fine lubricant for the 
intricate machinery of business and will help to keep it running smooth- 
ly and efficiently. So let’s improve our reports and letters. 
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FOREWORD (Instructor's Manual)—Continued 


DISTINCTION BETWEEN FUNCTIONS OF 
INTERNAL AUDITING AND PUBLIC ACCOUNTING 


E above-described development of internal auditing has required 

and has resulted in distinction between the functions of the internal 
auditor and the public accountant. This separation has been facilitated 
through clarification on the part of the Securities and Exchange Com- 
mission of the functions of the public accountant. 


In general, the public accountant is employed by the stock-holders 
and board of directors of a company for the purpose of certifying that 
the results of operations during a given fiscal period have been cor- 
rectly stated and that the financial position of the business under audit 
is correctly portrayed in the balance sheet at the close of the accounting 


period. 


The internal auditor, being responsible to operating management, 
tends to approach his activities from the standpoint of examination of 
controls and routines leading up to the results. If the controls and 
routines are soundly conceived and properly functioning, the results 
should be correctly stated—as will be proved by the public accountant’s 
examination. 


A collateral factor is the continuous engagement of the internal 
auditor in the problems of his business as compared with the occasional 
contact of the public accountant, who perforce must accomplish much 
of his work in a relatively short time when final reports covering 
a stated period are to be rendered to ownership. 


The net result of these differences in function and operation is a 
basic difference in the approach of the internal auditor and that of the 
public accountant. The internal auditor, being concerned with the con- 
tinuing operations of his business, must organize his activities to con- 
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form with the pattern of the business. He is interested as much or more 
in how things are done, and by whom, as in the end result after the 
doing is over. Consequently, the internal auditor’s approach will tend 
to be functional, covering all phases of a particular activity, through 
to entry of final results in the balance sheet and profit and loss state- 
ment. 


The public accountant, because of the nature of his assignment, is 
primarily concerned with verification of results and secondarily with 
the validation of the procedure that led to those results. His interest 
in the procedure is principally for the purpose of satisfying himself that 
the established internal controls provide adequate safeguard against 
fraud or manipulation. 


As an example of the difference in approach of the public account- 
ant and the internal auditor, we may take accounts payable. In 
approaching the problem of accounts payable, the public accountant is 
concerned with: 


1. Verification to insure that all payables are recorded. 


2. Examination of records and internal controls to insure that 
procedures provide for proper authorization of payment, correct 
distribution to accounts of amounts paid and adequate safe- 
guards against fraud and error. 


The internal auditor, in approaching accounts payable, considers 
it as one phase of the purchasing function. He is concerned with factors 
such as: 


1. Examination and appraisal of controls governing procurement 
of goods and services. 


a. What control exists, to insure that the need for purchase 
exists before commitment is made? 


b. What provision exists, to insure that competitive prices are 
secured? 


c. What control exists over quantities ordered in relation to 
consumption? 


d. Are approvals for purchase perfunctory, or do the employees 
responsible question the necessity of each commitment? 


to 


Examination and appraisal of controls over receipt of material 
and payment of cash. 


a. Do procedures insure that payments are made only when 
material or services have been received and reported? 
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b. Are employees who are responsible for reporting receipt of 
materials and services trained and competent to verify 
receipts with purchase specifications. 


c. Are cash discount periods watched and discounts taken 
advantage of? 


d. Do established controls in theory and in practice provide 
adequate separation of duties, segregating those covering 
original authorization and verification, accounting distribu- 
tion and final treasury authorization for payment. 


In considering the work of the public accountant and the internal 
auditor, there is often confusion because both use techniques that are 
similar. Since the working papers and some of the operating methods are 
similar, it will erroneously be assumed that both public accountant and 
internal auditor are working to the same end. The fact of the situation 
is that the techniques are only the vehicle, and they do not determine 
the point of destination. 


Thus, while the techniques of examination and verification may 
parallel and even duplicate each other, the basic distinction in approach 
and objective may be summarized as follows: 


1. The public accountant verifies the end results, working back- 
ward to an extent sufficient to satisfy himself that those results 
are correctly stated. 


2. The internal auditor apraises controls, procedures and per- 
formance, knowing that if controls and policies are correctly 
conceived and applied, the final results as reflected in the 
accounts will be correct. 


(To be concluded) 
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INTERNAL AUDIT PROGRAM FOR STOCK CONTROL 


By J. O. DAVIES, F.CA, ACW.A. 
Chief Internal Auditor, National Coal Board, London, England 


This paper is not written from the aspect of what is accustomed 
nowadays to be called a clerical audit; if it were, it would consist of 
a detailed audit program comprised of check lists, Neither is this paper 
written from the aspect of what is currently known as a responsibility 
audit, i.e. an examination of all matters lying within a department. 


It is written from the viewpoint of the functional audit, i.e. an audit 
which covers a complete function. Functional audits may on occasions 
coincide with responsibility audits when a department covers one func- 
tion only; on the other hand, functional audits may cover only part 
of the work of a department and also may extend into other depart- 
ments. Functional audits, therefore, know no departmental boundaries. 


No claim is made in a short paper of this nature that all matters 
of audit significance have been covered. The aim has been to direct 
attention to the importance of understanding the purpose of the function 
of stock control and the necessity to analyze the function into its 
appropriate phases. 


OBJECTIVES OF STOCK CONTROL 
The main objectives of stock control are to see that: 


1. the right materials are available at the right place at the right 
time and at the right price; 


to 


the capital investment in stock is kept to a minimum com- 
mensurate with the trend of prices and the general availability 
of supplies; 


materials awaiting use are adequately safeguarded; 
4. correct values are available for charging into costs; 


5. the system allows an inventory to be prepared at any time. 


ESSENTIALS OF STOCK CONTROL 
Stock control can be divided into the following phases: 
1, Control of Procurement: which involves 
(a) reliable sources of supply; 
(b) sources of supply selected by competition; 


(c) establishment of purchasing procedures. 


S. 


6. 
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Control of Receipt and Inspection: which involves 


(a) careful inspection which may involve counting, weighing, 
measuring, chemical testing; 


(b) quick transfer to stores; 

(c) adequate recording; 

(d) prompt notification to both purchasing and accounting 
departments. 

Control of Storage: which involves 

(a) denial of access to unauthorized persons; 

(b) proper layout of storehouses; 

(c) tidyness of storehouses; 

(d) facilities to issue stores generally in order of receipt; 


(e) protection against theft, fire, rust and corrosion from the 
elements, dust, evaporation, etc.; 


(f) continuous physical checking; 

(g) periodical review of stocks in order to remove obsolete, 
redundant and deteriorated stocks. 

Control of Issuing: which involves 


(a) issuing only against indents authorized by employees with 
a knowledge of the requirements; 


(b) proper control over returns to stores. 
Control of Inventory Records: which involves 
(a) record cards (in quantity at least) for every item of stock; 


(b) adequate information for ordering, e.g. order levels, mini- 
mum holdings, proper description of materials, a standard 
unit; 


(c) arithmetical accuracy; 


(d) appropriate classifications. 


Financial Control: which involves 
(a) pricing of issues; 
(b) agreement of inventory records with control accounts; 


(c) adequate procedures for passing invoices for payment and 
for the making of the payment. 
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ESSENTIALS OF THE AUDIT OF STOCK CONTROL 
Auditing the Procurement Stage 


1. Ascertain that purchase requisitions are signed only by auth- 
orized persons. 


2. Scrutinize to see that the system does not allow purchases to be 
made without or in advance of requisitions, 


3. Ascertain that there is a follow-up system for outstanding 
requisitions. 


4. Compare purchase orders with purchase requisitions for 
description and quantity. 
Auditing the Receipt and Inspection Stage 
1. Ascertain that inwards goods are received at one central point. 


2. See that quantities of goods ordered are not known at receiving 
point. 


3. Examine selection of receiving reports for appropriate signa- 
tures, see that claims are made for defective material and pay 
a surprise visit to the receiving point to make test checks. 
Auditing the Storage Stage 
1. General review of condition of stores and storehouses. 
2. Review of the writing off of differences found by storekeepers. 


3. Ascertain that obsolescence and redundancy is handled by an 
employee not responsible for purchasing. 


4. Check physical quantities with quantity records, 


Auditing the Issuing Stage 


1. Test check issues on quantity records to see that entries are 
made only against authorized issue notes. 


to 


Scrutinize issue notes for alterations and investigate circum- 
stances. 


3. Examine bases of pricing issues and test checks. 


MR. DAVIES is Chief Internal Auditor of the National Coal Board, London, 
England. Prior to his joining the National Coal Board in 1947, he was for six years 
a Works Accountant with Imperial Chemical Industries Limited. 


Mr. Davies, a Chartered Accountant (English and Welsh Institute), is a mem- 
ber of the London Chapter of Tue Institute and, also, a member of the Institute 
of Cost and Works Accountants (UK). 
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Auditing the Inventory Records 


1. Ascertain that changes in circumstances, e.g. supply position, 
are noted on inventory records. 


2. Test check entries on selected cards. 


3. See that cards are maintained up-to-date. 


Auditing the Financial Control Aspect 


1. Ascertain that each of the major responsibilities, i.e. purchas- 
ing, inspection, comparison of proof of receipt with invoices, 
checking of terms of invoice, recording of the liability and dis- 
charge of the liability are controlled by different persons. 


2. For selected paid invoices, check all steps in the procedures to 
see if in order. 


3. Check prices on invoices with catalogues (where available). 


4. Compare selected number of creditors’ statements (obtained 
direct from suppliers) with balances on the relevant accounts 
in the Bought Ledger. 


CONCLUSION 


It is the responsibility of Internal Audit to see that proper pro- 
cedures are established and followed for all the phases of stock control, 
that these procedures incorporate the assignment of responsibilities to 
defined employees and that the total responsibilities are properly divided 
so as to maintain a sound internal check. Special attention should al- 
ways be paid to the point at which the actual commitment is made by 
the organization. 


The emphasis of the audit, therefore, should be on the verification 
that sound procedures are in operation with a limited examination of 
specific transactions. 





QUESTIONS AND ANSWERS 
Question: 
How do you make an audit, if any, of small tools? 
Answer: 


First, before a decision is reached as to whether or not it is neces- 
sary, the following questions should be answered: 


(a) What comprises small tools? 
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(b) To what uses are they put? 


(c) Are quantities purchased reasonable in relation to their uses 
and to the number of employees or units of production? 

(d) Have proper physical controls been set up and are they being 
followed carefully? 


(e) Are purchase requests controlled adequately? 


(f) Is the issuance of such tools under proper control? 


If the answers to the foregoing questions indicate that further 
work should be undertaken; 


(a) A physical inventory may be taken, 
(b) Comparative analyses may be prepared by periods and loca- 
tions or by use centers or by types of tools. Investigation 


should then be made of unusual amounts or fluctuations 
between periods. 


Question: 


How far should the internal auditor go in auditing expense 
accounts? 


Answer: 


The most important function of the internal auditor in connection 
with expense accounts is checking for conformance to company policies, 
proper management approval, and prompt accounting for all cash 
advances made by the company. Regardless of the position in the com- 
pany of the person approving an expense report, any expenditure 
appearing out of line with company policy should be called to the 
attention of top management. The auditor must remember he should 
not decide whether an expenditure is or is not proper; this right of 
decision is reserved to management. The auditor’s only problem is to 
decide whether or not to report it to management as a departure from 
established policy as the auditor understands it 


INTERNAL AUDITING CHECK LIST (Cont'd) 


14. Jnvestments 
14.1 Ascertain whether securities are kept in a safe deposit box 
or otherwise given adequate protection. 
14.2 Determine whether company policy requires that safe deposit 
boxes be under dual control. 
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14.3 Ascertain whether all safe deposit boxes are registered in the 


name of the company. 


14.4 Check record of securities. See that all particulars are re- 


corded including certificate numbers. 


14.5 Ascertain whether securities are counted and verified period- 


ically by at least one independent individual. 


14.6 Determine if any securities are pledged as collateral and, if 


so, whether they are properly controlled, occasionally con- 
firmed, and adequate accounting records maintained. 
Ascertain whether by-laws or the company charter permits 
such investments. 


14.8 Ascertain whether accrued income is recorded on the books 


periodically, and whether market values are compared with 
book values periodically, 


14.9 Check to see whether mortgages receivable or payable have 


been recorded properly. 


14.10 Determine whether all mortgages are supported by fire 


insurance policies, title policies, independent appraisals, and 
periodical property inspection reports. 

Make sure that all investments have been approved by prop 
erly delegated officials. 


Fixed Assets 


Are capital expenditures authorized by a properly delegated 
official, and where necessary. under Company policy, by the 
Board of Directors? 


Does the company have a firm policy and maintain written 
procedures in respect to the acquisition of capital assets? 


5.3 Ascertain whether adequate plant and equipment records 


are maintained and, if so, whether they are balanced period 
ically to the general ledger and control accounts. 


15.4 Make sure all retirements are approved by properly delegated 


official. 


15.5 Ascertain whether all plant and equipment is properly in 


sured. 


15.6 Determine that adequate records are maintained in respect to 





leased property and that such leases are properly recorded 


in civic. state. or federal bureaus 








15.8 


15.9 


15.12 


15.13 
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Ascertain whether improvements on leased property are 
amortized properly. 


Make sure that the records show whether any assets were 
purchased under conditional sales agreements, subject to 
chattel mortgages or any other liens. 


Determine that the procedures in respect to differentiating 
between expense and capital are adequate. Also that all re- 
pairs and replacements are recorded properly accountingwise. 


Make sure that no capital expenditures have been charged 
to expense. 


Determine whether depreciation rates and policies are con- 
sistent and in your opinion adequate. 


Determine whether accounting records agree with tax returns 
in respect to depreciation. 


Investigate to see whether all real estate taxes, assessments, 
or other liens against property have been paid. 

By observation ascertain whether there is any excess or idle 
equipment. 

Ascertain whether the policy in respect to physical inven- 
tories of property and equipment provides proper control 
and is being followed carefully. 
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ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 
BRUNO VOLLPRECHT, Assistant Editor, directs 


attention to the following Articles of Interest 


The Coming Age of Clerical Cost Control 
RICHARD F. NEUSCHEL, McKinsey & Company 
Published in The Controller, December 1952 


Mr. Neuschel, an associate manager of McKinsey & Company, New 
York management consultants, directs his attention to the problem 
of administrative costs, an area in modern business which has not 
been examined for streamlining as have the more functional areas. 
While it is true that companies make an attempt from time to time 
to improve their office operations, in very few instances does one 
find a thorough application of scientific methods and techniques to 
the administration and execution of office work having as an objec- 
tive the obtaining of clerical cost control. In contrast to the com- 
panies which make half-hearted efforts to improve their office pro- 
cedures, these are those companies which institute and maintain 
continuous clerical cost control programs. It is the latter type of 
company upon which the author focuses his attention 


To begin with, the author stresses the fact that a scientific approach 
is needed to achieve an effective program of over-all control. It is 
essential, first, to break down administrative costs into key elements 
in order to discover what the causal factors of clerical expenses are. 
The author contends that anyone approaching the problem of cler 
ical costs must consider the five following steps all of which encom 
pass the scientific approach: 


1. Re-evaluate the work to be done. 


2. Analyze those indirect factors that affect the complexity or 
volume of work. 


3. Determine how the essential work should be done. 
4. Determine how many people are needed to do it. 


Maximize the productivity of the individual worker. 


Or 


In carrying out such a program the author cautions that the first 
step, the re-appraisal of the work that really needs to be done, will 
be most difficult. The elimination of what you consider unnecessary 
work, may be strongly resisted since it wil] not be considered such 
by those presently doing it. As an alternative to allowing judg 
ment to determine whether an activity serves a useful purpose, the 
author recommends that it would be much better to ascertain 
objectively whether or not the benefit produced by the activity is 
greater than its cost. 


The author gives consideration also to the causal factors which 
affect the complexity, or volume. of clerical work. Contributing fac 
tors are the lack of well-defined policies; or laxness in enforcing 
policies. Transactions calling for special handling and exceptions 
to the normal way of doing things tend to cause delays, errors, and, 
in some cases, the maintaining of additional records. Lastly, the 
author calls attention to the overly preoccupation with detail and 
desire for perfection when a situation does not warrant it 
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Next the author deals with the factors to be considered in selecting 
the best methods to do the work which you have determined to be 
really necessary. The question to be resolved is whether the work 
should be done manually, mechanically, or by a combination of 
both. The author considers each and, in so doing, he points out some 
common misconceptions people have about office mechanization as 
a solution for rising clerical costs 


Most interesting is the author’s discussion of the ways to increase 
the productivity of the individual worker. Progress has been made 
in recent years: and the author describes in detail two develop- 
ments in the field of industrial engineering. Firstly, there is the 
trend towards the application of production planning and control 
techniques to clerical operations; secondly, efforts are being made 
towards improving the selection, the training and the motivation 
of individual workers. Lastly, there is the development of the work 
measurement program as an integral part of clerical costs control. 
This aspect of the problem is treated fully by the author since he 
believes strongly that an effective work measurement program will 
help in determining the number of people needed to do the work 
and in solving the greater problem of making the best use of the 
available manpower 


Subject: Selling Accounting to Management 
By: M. B. T. DAVIES, Manager of Accounting, Deep Rock Oil Company 
Published in Cost and Management, December 1952 


In this article, Mr. Davies, re-states the principal functions of 
accounting in conjunction with pointing out how each function 
can best serve management and how each can contribute to the suc 

cess of the business. He states that accounting serves three different 
purposes; one, it provides a record of all business transactions; two, 
it furnishes operating controls; and three, it communicates to direc 

tors and executives the progress of the business 


Of the three functions emphasized, the problem of communication 
deserves our attention probably because it has not been covered fully 
in professional accounting literature. The problem re-stated is: how 
can the accountant get management to read and accept his reports? 
In reply. the author makes two suggestions: one, to fit the report 
to suit the reader; and, two, be as brief as possible. Mr. Davies 
recommends also that the accountant in preparing his reports should 
follow the newspaper technique; he should tell his facts in brief 
first and then enlarge on them in subsidiary statements. Continu 
ing. the author illustrates his suggestion with concrete examples in 
a manufacturing type of industry. He gives further suggestions as 
to how the report can be made even more readable and attractive 
by the use of visual aids such as charts, graphs and, even photo 
graphs 


The author suggests also some other ways, not strictly related to 
the basic accounting service. in which the accountant can render 
service to his management. In this respect, he points out the com 
plexity of today's tax regulations and the service that the accountant 
can render in that area. Next, he points up the accountant’s role 
in helping to formulate the company budget and the accountant’s 
service in his company’s insurance program and pension planning 
Another area where the accountant could contribute is his com 
pany’s economic research program 


Mr. Davies has pointed out in this interesting paper some ways in 
which the accountant can be of greatest service to his management. 
thereby gaining for his own department wider recognition through 
out the company 
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Articles of Interest 


Essential Elements in a Program of Internal Audit 
E. L. KOHLER, Consulting Accountant, Chicago 
Published in The Accounting Review, January 1953 


In a paper delivered at a meeting of the Federal Government 
Accountants Association, Mr. Kohler discusses some aspects of the 
role of the governmental internal audit program for a govern- 
mental organization, and the organizational features which must be 
present in order to secure an effective internal audit program. He 
cites first the elements of organizational structure; the nature and 
interdependence of authority, responsibility, and accountability; 
well-defined administrative powers within the organizational struc 
itself; a qualified administrator who will delegate responsibility and 
who will look to and depend upon the internal auditor for reports on 
operational effectiveness; and, lastly, an accounting system tailored 
to fit the administrator's down-the-line delegation of authority and 
responsibility 


Mr. Kohler points out that the governmental organizational struc 
ture is one area to which the governmental internal auditor might 
well direct his attention, especially, since the test of profitability 
does not apply as it does in private enterprise. The internal auditor 
within the Federal government is faced with the opportunity to 
analyze elements of organization, to appraise the effectiveness of 
organizational functioning, and to make suggestions for reform and 
to recommend improvements. The governmental internal auditor’s 
activities should not be limited to the verification aspect of internal 
auditing; he should not participate in operational routines; he should 
not audit vouchers before their payment; and he should not be called 
upon to give advance approvals of any transactions. As a guide to 
the governmental internal auditor, Mr. Kohler enumerates the fol 
lowing professional requirements 


1. Adhere to high standards 


2. Know your agency and work for its organizational opera 
tional improvement 


3. Develop gradually orderly procedures and an effective 
internal-audit-reporting technique 


4. Make your organization budget conscious 
5. Assist in developing your agency’s method of reporting 
6. Don’t be only a watchdog 


In this interesting discussion of governmental internal auditing, the 
author has drawn upon his wide experiences in both industry and 
government. His program for the governmental internal auditor 
gives increased scope to the activities of the internal auditor and 
goes a long way towards the internal auditor achieving true pro 
fessional status 


Accrual Accounting: Aid to Management 


ARTHUR C. SUHRBIER, Assistant Auditor, Continental 
National Bank & Trust Co. 


Published in the Auditgram, January 1953 


In this article, Mr. Suhrbier, a member of Tue Inst1rure, points 
out the differences between the accrual system and the cash system 
as used in accounting for banking operations; and he stresses the 
fact that bank accounting on the accrual basis can serve as a definite 
aid to management. To begin with, the author states that bank man 
agement is normally provided with four basic reports: position re 
ports—the balance sheet; progress reports—budget analysis; earn 
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ings reports; and reports of changes in financial conditions. Mr. 
Suhrbier contends that an accounting system under the accrual 
system will provide the bank management with more accurate re- 
ports; and even more important, it will eliminate some of the dis- 
tortions that are likely to arise when reports are prepared on a cash 
basis. 


The author discusses also another aspect of statements prepared on 
the accrual basis; namely, the safeguards that are inherent in such 
a system. He states that the accrual system provides an automatic 
audit of the transactions affecting income and that there is also a 
check against errors in income from earning assets and a control 
against theft from earnings. Consideration is also given to the in- 
creased cost of such a system and whether or not a bank can afford 
to install the accrual system. 


Two Costs of Poor Internal Control: Fraud and Unreliable Accounting 


Information 
ROBERT L. WILLIAMS, Lybrand, Ross Bros. & Montgomery 
Published in The Journal of Accountancy, November 1952 


Internal control means a lot of things to a lot of people. In the 
minds of some executives the cost of installing and maintaining a 
system of internal control becomes a prohibitive factor outweighing 
the benefits to be derived. In this paper, Mr. Williams, a practic- 
ing public accountant, reviews the elements and principles of in- 
ternal control; he points out the advantages and pitfalls of internal 
control systems citing appropriate illustrations; and he relates the 
cost of an internal control system to the risks taken when there is 
poor internal control or no internal control at all. 


After a brief review of the American Institute's definition of in 
ternal control and what constitutes proper internal control, Mr. 
Williams cites the following as contributing to the break-down or 
failure of internal control systems: 


1. Calculation and acceptance of the risk of not following 
sound procedures .. . 


re 


By-passing of sound procedures because “honest, trusted 
employees” handle the transactions. 


3. Lack of awareness of the necessity for an adequate system. 


4. Indifference to or ignoring of repeated recommendations 
of specialists for correction and improvement of the system 


5. Unintentional interference with the satisfactory operation 
of the system by refusing to hire competent personnel .. . 


6. Inadequate understanding of what constitutes proper 
internal control. 


The author considers next the cost to management of an internal 
control system, weighing this against the related benefits and safe 
guards where an adequate system of internal control obtains. He 
points out that the benefits obtained from the costs incurred are more 
often of an intangible nature and he relates actual cases drawn from 
his experiences which illustrate the results of correcting, or improv- 
ing, systems in relation to costs incurred. 


Lastly, the author stresses the fact that a sound internal control 
system acts as a deterrent to fraud. He gives actual cases of trust 
violations where the internal control was poor, or inadequate; and 
he describes the steps taken to prevent future losses, relating, at the 
same time, the cost of prevention or detection with losses incurred. 


Articles of Interest 89 


Subject: Encyclopedic Dictionary of Business 
Prepared by: The Editorial Staff of Prentice-Hall Inc. 
Published by Prentice-Hall, New York, New York, 1952 


The above volume is a single-volume reference work containing 
definitions of terms used in all phases of business operation and 
management. The terms and explanations are arranged alphabet- 

ically and illustrations and examples accompany some of the items. 
The book is very broad in scope: it includes information on com- 
pany finances, credit and collection programs, office management 

business law, corporate meetings, advertising, insurance, etc. It is 
designed mainly for the business executive. 


(704 pages — price $10.00 


Subject: A Dictionary for Accountants 
By: ERIC L. KOHLER, C.P.A. 
Published by Prentice-Hall, New York, New York 
This new dictionary defines over 2,000 accounting terms, and terms 
primarily associated with accounting, arranged in alphabetical order 
and translated into every-day language. It includes charts, graphs 
and other illustrative material. 
A word about the author: Mr. Kohler has been active in both the 
American Institute of Accountants and the American Accounting 
Association; he is an author, a practicing accountant, and has served 
on various government projects. 
(423 pages — price $7.50 











Publications of The Institute of Internal Auditors 


internal Auditing in Industry 


Edited by VICTOR Z. BRINK ond BRADFORD CADMUS 
This volume—developed under the direction of the Research Committee of 
The Institute of Internal Auditors—is devoted to the specialized techniq and 
of internal control and internal auditing in eighteen diversified indus- 
jes. Those which have been selected represent a cross-section of modern 
business—from mining to motion pictures, from petroleum refining to public 
utilities. Price $5.00 


Internal Auditing: Management Acceptance—Bibliography 


ADDRESSES PRESENTED AT THE TENTH ANNUAL CONFERENCE 
OF THE INSTITUTE 
This vol i ions: Pi i, | | Auditing — Management 
Aamphion, cousin fae Soper presmmed' Ot the tochsieal’ mates Ot tin 
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225 pages—Price $3.50 
76 pages—Bibliography Only—Price $1.50 


Internal Auditing Philosophy and Practice 


Edited by CHARLES J. FUE 
PAPERS PRESENTED During the 1942 - 1943 Season of THE INSTITUTE 
This volume comprises six parts: |. internal Auditing Techniques, !!. Internal 
Auditi and Manegement, |i!. Internal Auditi and Public Accounting, IV. 
Internal Auditing and the Securities and Exchange Commission, V. Internal Audit- 
ing and Wartime Problems, and Vi. internal Auditing and the Future. 
Price $2.50 








Internal Auditing Looks Ahead 


A SYMPOSIUM of Addresses Presented at the 
SEVENTH ANNUAL CONFERENCE OF THE INSTITUTE — 1948 
A consideration of internal auditing problems and professional goals of the 
future. Subjects covered include: Research in Internal Auditing Practices, Report 
Writing, Controllership and the Internal Auditor, industrial and Public Relations 
Phases of internal Auditing, etc. Price $1.00 





Transfer Binders 


FOR ISSUES OF THE INTERNAL AUDITOR 
Designed in box form to hold eight issues (two years) of The Internal Auditor. 
Price $2.50 





Order any of above publications from your favorite bookseller or directly from 
INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 





Other Publications on Internal Auditing 


INTERNAL AUDITING—by Victor Z. Brink $5.00 
Ronald Press—15 East 26th Street—New York 10, N. Y. 


INTERNAL CONTROL STANDARDS AND RELATED 
AUDITING PROCEDURES $5.00 


by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street—Stamford, Conn. 


BASIC INTERNAL AUDITING, PRINCIPLES AND TECHNIQUES $2.75 
by JOHN B. THURSTON 
International Textbook Company—S , Pa. 


INDUSTRIAL INTERNAL AUDITING $5.00 
by W. A. WALKER and W. R. DAVIES 
McGraw-Hill Book Company—New York, N. Y. 
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